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TAXPAYER REFUND ACT OF 1999

July 23 (legidative day, ), 1999 - - Ordered to be printed

Mr. Roth, from the Committee on Finance
submitted the following

REPORT
together with
MINORITY VIEWS
To accompany S. 1429
[Including cost estimate of the Congressional Budget Office]
The Committee on Finance reported an original bill (S. 1429) to amend the Internal Revenue Code
of 1986 to provide for reconciliation pursuant to section 104 of the concurrent

resolution on the budget for fiscal year 2000, having considered the same, reports
favorably thereon and recommends that the bill do pass.



. LEGISLATIVE BACKGROUND

Committee markup

The Senate Committee on Finance marked up an original bill (the “ Taxpayer Refund Act of
1999") on July 20-21, 1999, and ordered the bill favorably reported by aroll call vote of 13 yeas
and 6 nays (13 yeas and 7 naysincluding a proxy nay) on July 21, 1999. The Committee on
Finance (the “ Committee”) action on the bill was in response to the reconciliation instructions
contained in sections 105 and 211 of the Concurrent Resolution on the Budget for Fiscal Y ear
2000 (H. Con. Res. 68) for a net tax reduction of up to $792 billion for fiscal years 2000-2009.

Committee hearings

The following tax-rel ated Committee hearings were held during the 106" Congress:

President’ sfiscal year 2000 budget and tax proposals (February 2, 1999);
Increasing savings for retirement (February 24, 1999);

Education tax proposals (March 3, 1999);

International tax issues relating to globalization (March 11, 1999);
Personal retirement accounts (March 16, 1999);

Complexity of the individual income tax (April 15, 1999); and

Pension reform proposal's (June 30, 1999).



TITLE|. BROAD-BASED TAX RELIEF
A. Reduction in the 15-per cent Regular
Individual Income Tax Rate; Increasein Maximum Taxable
Incomefor 15-Percent Rate Bracket
(secs. 101-102 of the bill and sec. 1 of the Code)
Present L aw

| ncome tax rate structure

To determine regular income tax liability, ataxpayer generally must apply the tax rate
schedules (or the tax tables) to hisor her taxable income. The rate schedules are broken into
several ranges of income, known as income brackets, and the marginal tax rate increasesas a
taxpayer'sincome increases. The income bracket amounts are indexed for inflation. Separate rate
schedules apply based on an individua's filing status. In order to limit multiple uses of a
graduated rate schedule within afamily, the net unearned income of a child under age 14 is taxed
asif it were the parent'sincome. For 1999, the individua regular income tax rate schedules are
shown below.

Table 1.—Federal Individual Income Tax Ratesfor 1999

If taxableincomeis Then incometax equals

Singleindividuals

$0-25,750 ..t 15 percent of taxable income

$25,750-$62,450 .. ... $3,862.50, plus 28% of the amount over $25,750

$62,450-$130,250 . ... ..ot $14,138.50 plus 31% of the amount over $62,450

$130,250-$283,150 . . . ..ot iii e $35,156.50 plus 36% of the amount over $130,250

Over$283,150 ........ccovvvveeiinnnn. $90,200.50 plus 39.6% of the amount over $283,150

Heads of households

PO-$34,550 ..o ii 15 percent of taxableincome

$34,550-$89,150 . ... $5,182.50 plus 28% of the amount over $34,550

$89,150-$144,400 .. ........oiuinn... $20,470.50 plus 31% of the amount over $89,150

$144,400-$283,150 . . . . ..ot $37,598 plus 36% of the amount over $144,400

Over$283,150 .......c.covvvvnnennnn.. $87,548 plus 39.6% of the amount over $283,150
Married individualsfiling joint returns

PO-$43,050 ...t 15 percent of taxableincome

$43,050-$104,050 . . .......ciiiaa $6,457.50 plus 28% of the amount over $43,050

$104,050-$158,550 . . . ..o i it $23,537.50 plus 31% of the amount over $104,050
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If taxableincomeis Then incometax equals
$158,550-$283,150 . .. ...ttt $40,432.50 plus 36% of the amount over $158,550
Over $283,150 ......ovveiiii i $85,288.50 plus 39.6% of the amount over $283,150

Reasonsfor Change

Under the budget resolution, the Committee is charged with making recommendations with
respect to tax reductions. The Committee believes that it isimportant to meet these budget
reconciliation instructions in part by providing broad-based tax relief that will benefit all
Americans who are currently paying Federal income tax. While there are many ways to effectuate
broad-based tax relief, the Committee adopts an approach that lowers the 15-percent marginal
income tax rate to 14 percent and widens the size of the 14 percent bracket because it delivers
across-the-board relief to al taxpayers regardless of income or filing status. Further, the provision
will move approximately 4 million middle income Americans out of the 28-percent margina rate
bracket and into the new 14-percent bracket.

Explanation of Provision

The bill reduces the lowest individual regular income tax rate from 15 percent to 14
percent. Thisrate reduction does not apply to the capital gainstax rates.

The bill also phasesin an increase in the size of the 14-percent rate bracket. Specifically,
the bill increases the size of the otherwise applicable 14-percent rate bracket by $2,000 ($4,000
for amarried couple filing ajoint return) in 2005 and 2006, and by $2,500 ($5,000 for a married
couplefiling ajoint return) in 2007 and thereafter. The $2,500/$5,000 amounts in 2007 and
thereafter are the total increase and are not in addition to the $2,000/$4,000 amounts in 2005 and
2006. These amounts are indexed for inflation beginning in 2008.

Effective Date

The provision reducing the tax rate from 15 percent to 14 percent is effective for taxable
years beginning after December 31, 2000. The provision increasing the size of the rate bracket is
effective for taxable years beginning after December 31, 2004.



TITLEIl. FAMILY TAX RELIEF PROVIS ONS

A. Election to Calculate Combined Tax asIndividuals
for aMarried Couple Filing a Joint Return
(sec. 201 of the bill and sec. 6013A)

Present Law

A married couple generdly istreated as one tax unit that must pay tax on the unit’s total
taxable income. Although married couples may elect to file separate returns, the rate schedules
and provisions are structured so that filing separate returns usually results in a higher tax than
filing ajoint return. Other rate schedules apply to single persons and to single heads of
households.

A "marriage penalty” exists when the sum of the tax liabilities of two unmarried
individuasfiling their own tax returns (either single or head of household returns) is less than
their tax liability under ajoint return (if the two individuals were to marry). A "marriage bonus’
exists when the sum of the tax liabilities of the individualsis greater than their combined tax
liability under ajoint return.

While the size of any marriage penalty or bonus under present law depends upon the
individuals incomes, number of dependents, and itemized deductions, as a general rule married
couples whose incomes are split more evenly than 70-30 suffer a marriage penalty. Married
couples whose incomes are largely attributable to one spouse generally receive a marriage bonus.

Under present law, the size of the standard deduction and the tax bracket breakpoints
follow certain customary ratios across filing statuses. The standard deduction and tax bracket
breakpoints for single filers are roughly 60 percent of those for joint filers.! With theseratios,
unmarried individual s have standard deductions whose sum exceeds the standard deduction they
would receive as amarried couple filing ajoint return. Thus, their taxable income as joint filers
may exceed the sum of their taxable incomes as unmarried individuals.

Reasons for Change

The Committee believes that the Code should not penalize marriage and two individuals
should not see their total tax liability increase ssimply because they get married. The Committee
understands that there are a variety of Code provisions that create marriage penalties, and that
there are also a number of different ways to reduce or eliminate such penaties. For example, one
way to address the marriage penalty would be to modify some or al of the specific provisions of
the Code that give rise to a marriage penalty, such as assorted income-phaseout ranges. However,
the Committee believes that a comprehensive approach is preferable. It is both fairer and more

! Thisis not true for the 39.6-percent rate. The beginning point of this rate bracket isthe
same for all taxpayers regardless of filing status.
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beneficial to all taxpayers, thus the provision alows married taxpayers to elect to calculate their
tax liability asif they were single. This approach isaready in use in some states.

While the Committee understands that this approach may make completion of the tax return
more complicated for some taxpayers, it has concluded that any increased complexity is
outweighed by the added fairness and tax relief provided by the provision. The provision
identifies and eliminates the marriage penalty resulting from the income tax rate structure for an
electing taxpayer. The Joint Committee on Taxation estimates that, in 2005, approximately 19
million joint returns will experience areduction in the marriage penalty as aresult of this
provision.

Explanation of Provision

Under the bill, married taxpayers have the option to calcul ate separate taxable income for
each spouse and to be taxed as two single individuals on the same return. Thetax dueis
calculated by applying the tax rates for single individuals to the separate taxable incomes. Under
the bill, both spouses must elect to either use a standard deduction or to itemize their deductions.
Thus, one spouse is not permitted to itemize deductions while the other spouse claims a standard
deduction. If amarried couple elects to compute taxable income separately and claim the standard
deduction, the applicable standard deduction for each spouse is the standard deduction for single
individuals. Under the bill, once tax liability is calculated on a separate basis, all tax credits and
payments of tax are applied asif the coupleisfiling ajoint return.

Income from the performance of services (e.g., wages, salaries, and pensions) are treated
as the income of the spouse who performed the services. Income from property is divided
between the spouses in accordance with their respective ownership rightsin such property.
Jointly owned assets are divided evenly.

Deductions generaly are allocated to the spouse treated as having the income to which the
deduction relates. Special rules apply for certain deductions. The deduction for contributions to
an individual retirement arrangement are allocated to the spouse for whom the contribution is
made. The deduction for alimony is allocated to the spouse who has the liability to pay the
alimony. The deduction for contributions to medical savings accountsis allocated to the spouse
with respect to whose employment or self employment the account relates.

Each spouse is entitled to claim one personal exemption. Exemptions for dependents are
allocated based on each spouse’ srelative income.

All credits are determined as if the spouses had filed ajoint return. The credit amounts are
then applied against the combined tax liability of the couple as calculated under this provision.

For purposes of determining the alternative minimum tax imposed by section 55, the

tentative minimum tax shall be the tax which would be computed as if the spouses had filed ajoint
return, and the regular tax shall be the tax liability computed under section 6013A.
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The Secretary of the Treasury is directed to prescribe such regulations as may be necessary
or appropriate to carry out the provision.

Effective Date

The provision is effective for taxable years beginning after December 31, 2004.



B. Marriage Penalty Relief Relating to the Earned Income Credit
(sec. 202 of the bill and sec. 32 of the Code)

Present L aw

Certain eligible low-income workers are entitled to claim arefundable earned income
credit (“EIC”) on their income tax return. A refundable credit is a credit that not only reduces an
individual’ stax liability but allows refunds to the individual in excess of income tax liability. The
amount of the credit an eligible individua may claim depends upon whether the individual has
one, more than one, or no qualifying children, and is determined by multiplying the credit rate by
the individua’ s earned income up to an earned income amount. In the case of amarried individual
who filesajoint return with his or her spouse, the income for purposes of these testsis the
combined income of the couple. The maximum amount of the credit is the product of the credit rate
and the earned income amount. The credit is phased out above certain income levels. For
individuals with earned income (or modified AGl, if greater) in excess of the beginning of the
phase-out range, the maximum credit amount is reduced by the phase-out rate multiplied by the
earned income (or modified AGI, if greater) in excess of the beginning of the phase-out range. For
individuals with earned income (or modified AGI, if greater) in excess of the end of the phase-out
range, no credit is allowed.

The parameters of the credit for 1999 are provided in the following table.

Earned Income Credit Parameters (1999)

Two or more Onequalifying  No qualifying

qualifying child children
children
Creditrate (percent) ................ 40.00 34.00 7.65
Earned incomeamount . ............. $9,540 $6,800 $4,530
Maximumcredit ................... $3,816 $2,312 $347
Phase-outbegins . .................. $12,460 $12,460 $5,670
Phase-out rate (percent) . ............. 21.06 15.98 7.65
Phase-outends .................... $30,580 $26,928 $10,200

Reasonsfor Change

The Committee believes that the present-law EIC unfairly penalizes some individuals by
causing them to receive less EIC when they marry than if they had not married. The Committee
believes that this unfairness in the tax Code should be reduced.

Explanation of Provision




The bill increases the beginning point of the phase out of the EIC for married couplesfiling
ajoint return by $2,000. Because the rate of the phase out is not changed by the provision, the end-
point of the phase-out rangesis also increased by $2,000. The effect of the increasein the
beginning point of the phase-out is to increase the EIC for taxpayers in the phase-out range by an
amount up to $2,000 times the phase-out rate. For example, for couples with two or more
qualifying children, the maximum increase in the EIC as aresult of the proposal would be $2,000
times 21.06 percent, or $421.20. The provision also expands the universe of taxpayers eligible for
the EIC. Specificaly, the $2,000 increase in the end of the phase-out range makes taxpayers with
earnings up to $2,000 beyond the present-law phase-out range newly digible for the credit.
Beginning in 2006, the $2,000 amount isindexed for inflation.

Effective Date

The provision is effective for taxable years beginning after December 31, 2004.



C. Expand the Exclusion from Incomefor Certain Foster Care Payments
(sec. 203 of the bill and sec. 131 of the Code)

Present L aw

Generally, afoster care provider may exclude qualified foster care payments, (including
difficulty of care payments) from gross income if certain requirements are satisfied.? First, such
payments must be paid to the foster care providers by either (1) a State or political subdivision of
a State; or (2) atax-exempt placement agency. Second, the payments, including difficulty of care
payments, must be paid to the foster care provider for the care of a“qualified foster individual” in
the foster care provider’shome. A qualified foster individual is an individual living in afoster
care family home in which the individual was placed by: (1) an agency of the State or a political
subdivision of a State; or (2) atax-exempt placement agency if such individual was under the age
of 19 at the time of placement. Third, the exclusion of foster care payments generally appliesto
qualified foster care payments for five or fewer foster care individuals over the ageof 19ina
foster home. Inthe case of difficulty of care payments, the exclusion applies to payments for ten or
fewer foster care individuals under the age of 19 in afoster home and to payments for five or
fewer foster careindividuals at least age 19 in afoster home.

Reasonsfor Change

The Committee recognizes that some States want to use both taxable and tax-exempt
organizations to improve the administration of their foster care programs (e.g., out-sourcing of the
placement function of their foster care program). This provision isintended to give the States
more flexibility in meeting the goals of foster care without expanding the application of the
exclusion to payments which are not made under the State’' s foster care program.

Explanation of Provision

The bill makes two principal modifications to the exclusion for qualified foster care
payments. First, the bill expandsthe list of persons eligible to make qualified foster care
payments. Therefore, the exclusion appliesto qualified payments made pursuant to afoster care
program of a State or local government which are paid by either: (1) a State or political
subdivision of a State; or (2) aqualified foster care placement agency, whether taxable or tax-
exempt. Second, the bill expands the list of persons eligible to place foster care individuals.
Specificaly, the bill allows placements by either: (1) a State or a political subdivision of a State;
or (2) aqualified foster care placement agency. For these purposes, a qualified foster care
placement agency is defined as any placement agency which islicensed or certified by: (1) a State
or political subdivision of a State; or (2) an entity designated by a State or political subdivision

2 A difficulty of care payment is a payment designated by the person making such payment
as compensation for providing the additional care of aqualified foster care individual whichis
required by reason of a physical, mental, or emotional handicap of such individual and with
respect to which the State has determined that there is a need for additional compensation.
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thereof, for the foster care program of such State or political subdivision to make payments to
providers of foster care.

The bill allows State and local governments to employ both tax-exempt and taxable entities
to administer their foster care programs more efficiently; however, it does not extend the exclusion
to payments outside such foster care programs (e.g., payments to afoster care provider from
friends or relatives of foster care individual in its care).

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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D. Increase and Expand the Dependent Care Credit
(sec. 204 of the bill and sec. 21 of the Code)

Present L aw
In general

A taxpayer who maintains a household which includes one or more qualifying individuals
may claim a nonrefundable credit against income tax liability for up to 30 percent of alimited
amount of employment-related dependent care expenses. Eligible employment-related expenses
are limited to $2,400 if there is one qualifying individual or $4,800 if there are two or more
qualifying individuals. Generaly, aqualifying individual is a dependent under the age of 13 or a
physically or mentally incapacitated dependent or spouse. No credit is allowed for any qualifying
individual unless avalid taxpayer identification number (“TIN") has been provided for that
individual. A taxpayer istreated as maintaining a household for a period if the taxpayer (or the
taxpayer's spouse, if married) provides more than one-half the cost of maintaining the household
for that period. In the case of married taxpayers, the credit is not available unless they file ajoint
return.

Employment-related dependent care expenses are expenses for the care of a qualifying
individual incurred to enable the taxpayer to be gainfully employed, other than expenses incurred
for an overnight camp. For example, amounts paid for the services of a housekeeper generally
qualify if such services are performed at least partly for the benefit of aqualifying individual;
amounts paid for a chauffeur or gardener do not qualify.

Expenses that may be taken into account in computing the credit generally may not exceed
an individual's earned income or, in the case of married taxpayers, the earned income of the spouse
with the lesser earnings. Thus, if one spouse has no earned income, generally no credit is allowed.

The 30-percent credit rate is reduced, but not below 20 percent, by 1 percentage point for
each $2,000 (or fraction thereof) of adjusted grossincome (“AGI”) above $10,000.

I nter action with employer -provided dependent car e assistance

For purposes of the dependent care credit, the maximum amounts of employment-related
expenses ($2,400/$4,800) are reduced to the extent that the taxpayer has received employer-
provided dependent care assistance that is excludable from gross income (sec. 129). The
exclusion for dependent care assistance is limited to $5,000 per year and does not vary with the
number of children.

Reasons for Change
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The Committee recognizes that the size of the present-law dependent care credit does not
reflect the true cost of dependent care for many families. The Committee believes that increasing
the amount of the credit will help millions of working American taxpayers better afford adequate
childcare. In addition, the Committee believes that, as the costs of dependent care increase as a
result of inflation, the size of the credit should aso be increased.

Explanation of Provision

The bill makes two changes to the dependent care tax credit. First, the maximum credit
percentage is increased from 30 percent to 50 percent for taxpayers with AGI of $30,000 or less.
The 50-percent credit rate is phased-down by one percentage point for each $1,000 of AGlI, or
fraction thereof, between $30,001 and $59,000. The credit percentage is 20 percent for taxpayers
with AGI of $59,001 or greater. Second, the maximum amount of eligible employment-related
expenses ($2,400/$4,800) isindexed for inflation beginning in 2001.

The present-law reduction of the dependent care credit for employer-provided dependent
care assistance is not changed.

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.
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E. Tax Credit for Employer-Provided Child Care Facilities
(sec. 205 of the bill and new sec. 45D of the Code)

Present L aw
Generally, present law does not provide atax credit to employers for supporting child care
or child care resource and referral services.®> An employer, however, may be able to claim such
expenses as deductions for ordinary and necessary business expenses. Alternatively, the employer
may be required to capitalize the expenses and claim depreciation deductions over time.

Reasons for Change

The Committee believes that providing an incentive to employers to provide child care
services for their employees will increase the quality and availability of child care services,
which is an important issue for working Americans.

Explanation of Provision

Employer tax credit for supporting employee child care

Under the bill, taxpayers receive atax credit equal to 25 percent of qualified expenses for
employee child care. These expensesinclude costs incurred: (1) to acquire, construct, rehabilitate
or expand property that isto be used as part of the taxpayer's qualified child care facility; (2) for
the operation of the taxpayer's qualified child care facility, including the costs of training and
continuing education for employees of the child care facility; or (3) under a contract with a
qualified child care facility to provide child care services to employees of the taxpayer. To be a
qualified child care facility, the principal use of the facility must be for child care, and the facility
must be duly licensed by the State agency with jurisdiction over its operations. Also, if the facility
isowned or operated by the taxpayer, at least 30 percent of the children enrolled in the center
(based on an annua average or the enrollment measured at the beginning of each month) must be
children of the taxpayer's employees. If ataxpayer opens anew facility, it must meet the
30-percent employee enrollment requirement within two years of commencing operations. If a
new facility failed to meet this requirement, the credit would be subject to recapture.

To qualify for the credit, the taxpayer must offer child care services, either at its own
facility or through third parties, on a basis that does not discriminate in favor of highly
compensated employees.

Employer tax credit for child careresource and referral services

3 An employer may claim the welfare-to-work tax credit on the eligible wages of certain
long-term family assistance recipients. For purposes of the welfare-to-work credit, eligible wages
includes amounts paid by the employer for dependent care assistance.
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Under the bill, ataxpayer is entitled to atax credit equal to 10 percent of expenses incurred
to provide employees with child care resource and referral services.

Other rules

The maximum total credit that may be claimed by ataxpayer under this provision can not
exceed $150,000 per year. Any amounts for which the taxpayer may otherwise claim atax
deduction are reduced by the amount of these credits. Similarly, if the credits are taken for
expenses of acquiring, constructing, rehabilitating, or expanding afacility, the taxpayer's basisin
the facility is reduced by the amount of the credits.

Effective Date

The credits are effective for taxable years beginning after December 31, 2000.
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F. Modify Individual Alternative Minimum Tax
(sec. 206 of the bill and secs. 26 and 56 of the Code)

Present L aw

In general

Present law imposes a minimum tax (“AMT”) on an individual to the extent the taxpayer's
minimum tax liability exceeds his or her regular tax liability. The AMT isimposed on individuals
at rates of (1) 26 percent on the first $175,000 of aternative minimum taxable income (“AMTI™)
in excess of a phased-out exemption amount and (2) 28 percent on the remaining AMTI. The
exemptions amounts are $45,000 in the case of married individuas filing ajoint return and
surviving spouses; $33,750 in the case of other unmarried individuals; and $22,500 in the case of
married individuals filing a separate return. These exemption amounts are phased-out by an
amount equal to 25 percent of the amount that the individual's AMTI exceeds a threshold amount.
These threshold amounts are $150,000 in the case of married individuals filing ajoint return and
surviving spouses; $112,500 in the case of other unmarried individuals; and $75,000 in the case of
married individuals filing a separate return, estates, and trusts. The exemption amounts, the
threshold phase-out amounts, and the $175,000 break-point amount are not indexed for inflation.
The lower capital gains rates applicable to the regular tax apply for purposes of the AMT.

AMTI isthe taxpayer's taxable income increased by certain preference items and adjusted
by determining the tax treatment of certain itemsin a manner that negates the deferral of income
resulting from the regular tax treatment of those items.

Preferenceitemsin computing AMTI

The minimum tax preference items are:

(1) The excess of the deduction for percentage depletion over the adjusted basis of the
property at the end of the taxable year. This preference does not apply to percentage depletion
allowed with respect to oil and gas properties.

(2) The amount by which excess intangible drilling costs arising in the taxable year exceed
65 percent of the net income from oil, gas, and geothermal properties. This preference does not
apply to an independent producer to the extent the preference would not reduce the producer’s
AMTI by more than 40 percent.

(3) Tax-exempt interest income on private activity bonds (other than qualified 501(c)(3)
bonds) issued after August 7, 1986.

(4) Accelerated depreciation or amortization on certain property placed in service before
January 1, 1987.
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(5) Forty-two percent of the amount excluded from income under section 1202 (relating to
gains on the sale of certain small business stock).

In addition, losses from any tax shelter, farm, or passive activities are denied.*

Adjustmentsin computing AMTI

The adjustments that individuals must make in computing AMTI are:

(1) Depreciation on property placed in service after 1986 and before January 1, 1999, must
be computed by using the generally longer class lives prescribed by the alternative depreciation
system of section 168(g) and either (@) the straight-line method in the case of property subject to
the straight-line method under the regular tax or (b) the 150-percent declining balance method in
the case of other property. Depreciation on property placed in service after December 31, 1998,
is computed by using the regular tax recovery periods and the AMT methods described in the
previous sentence.

(2) Mining exploration and development costs must be capitalized and amortized over a
10-year period.

(3) Taxable income from along-term contract (other than a home construction contract)
must be computed using the percentage of completion method of accounting.

(4) The amortization deduction allowed for pollution control facilities placed in service
before January 1, 1999 (generally determined using 60-month amortization for a portion of the cost
of the facility under the regular tax), must be calculated under the aternative depreciation system
(generally, using longer class lives and the straight-line method). The amortization deduction
allowed for pollution control facilities placed in service after December 31, 1998, is calculated
using the regular tax recovery periods and the straight-line method.

(5) Miscellaneous itemized deductions are not allowed.
(6) Itemized deductions for State, local, and foreign real property taxes, State and local
personal property taxes, and State, local, and foreign income, war profits, and excess profits taxes

are not allowed.

(7) Medical expenses are allowed only to the extent they exceed 10 percent of the
taxpayer's adjusted gross income (AGI).

(8) Standard deductions and persona exemptions are not allowed.

4 Given the passage of section 469 by the Tax Reform Act of 1986 (relating to the
deductibility of losses from passive activities), these provisions are largely "deadwood."
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(9) The amount alowable as a deduction for circulation expenditures must be capitalized
and amortized over a 3-year period.

(10) The amount allowable as a deduction for research and experimental expenditures must
be capitalized and amortized over a 10-year period.®

(11) The regular tax rules relating to incentive stock options do not apply.
Other rules

The combination of the taxpayer's net operating loss carryover and foreign tax credits
cannot reduce the taxpayer's AMT liability by more than 90 percent of the amount determined
without these items.

The various nonrefundable credits allowed under the regular tax generally are allowed
only to the extent that the individua’ s regular tax exceeds the tentative minimum tax. The earned
income credit and the child credit of those taxpayers with three or more qualified children are
refundable credits and may offset the taxpayer's tentative minimum tax. However, ataxpayer must
reduce these refundabl e credits by the taxpayer’sAMT.®

If an individual is subject to AMT in any year, the amount of tax exceeding the taxpayer's
regular tax liability is alowed as a credit (the “AMT credit”) in any subsequent taxable year to the
extent the taxpayer's regular tax liability exceeds his or her tentative minimum tax in such
subsequent year. For individuals, the AMT credit is alowed only to the extent the taxpayer's
AMT liability isaresult of adjustments that are timing in nature. Most individual AMT
adjustments relate to itemized deductions and personal exemptions and are not timing in nature.

Reasonsfor Change

The Committee believes that the persona credits and deductions for personal exemptions
should not result in ataxpayer having tax liability by reason of the minimum tax.

Explanation of Provision

The bill allows an individual to offset the entire regular tax liability (without regard to the
minimum tax) by the personal nonrefundable credits, and repeals the provision reducing the
refundable child credit by the AMT.

> No adjustment isrequired if the taxpayer materialy participates in the activity that
relates to the research and experimental expenditures.

6 For 1998 only, the nonrefundable personal credits were not limited by the tentative
minimum tax, and the refundable child credit was not reduced by the minimum tax.

-17-



The bill aso alows the deduction for personal exemptionsin computing AMT.

Effective Dates

The provisions relating to the limit on personal credits and the offset of the refundable
child credit apply to taxable years beginning after December 31, 1998.

The provision relating to the deduction for personal exemptions appliesto taxable years
beginning after December 31, 2004.
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TITLEI1l. RETIREMENT AND INDIVIDUAL SAVINGS
TAX RELIEF PROVISIONS

A. Individual Savings Provisons

1. Individual retirement arrangements (*1RAS") (secs. 301-302 and 304 of the bill and secs.
219, 408, and 408A of the Code)

In general

There are two general types of individua retirement arrangements (“IRAS’") under present
law: traditional IRAS, to which both deductible and nondeductible contributions may be made, and
Roth IRAs. The Federal income tax rules regarding each type of IRA (and IRA contribution)
differ.

Traditional IRAs

Under present law, an individual may make deductible contributions to an IRA up to the
lesser of $2,000 or the individual’s compensation if neither the individual nor the individual’s
spouse is an active participant in an employer-sponsored retirement plan. In the case of amarried
couple, deductible IRA contributions of up to $2,000 can be made for each spouse (including, for
example, a homemaker who does not work outside the home), if the combined compensation of
both spousesis at least equal to the contributed amount. If the individual (or the individual’s
Spouse) is an active participant in an employer-sponsored retirement plan, the $2,000 deduction
limit is phased out for taxpayers with adjusted grossincome (“AGI”) over certain levels for the
taxable year.

The AGI phase-out limits for taxpayers who are active participants in employer-sponsored
plans are as follows.

Single Taxpayers

Taxable years beginning in: Phase-out range
1008 .o $30,000-40,000
1900 . 31,000-41,000
2000 .. 32,000-42,000
200 . 33,000-43,000
2002 . 34,000-44,000
2003 . 40,000-50,000
2004 . 45,000-55,000
2005andthereafter . ... 50,000-60,000
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Joint Returns

Taxable years beginning in: Phase-out range
1008 $50,000-60,000
1990 L. 51,000-61,000
2000 .. 52,000-62,000
2008 .. 53,000-63,000
2002 54,000-64,000
2003 . e 60,000-70,000
2004 65,000-75,000
2005 . e 70,000-80,000
2006 .. 75,000-85,000
2007 andthereafter . ... 80,000-100,000

If theindividual is not an active participant in an employer-sponsored retirement plan, but
the individual’s spouse is, the $2,000 deduction limit is phased out for taxpayers with AGI
between $150,000 and $160,000.

To the extent an individual cannot or does not make deductible contributions to an IRA or
contributionsto aRoth IRA, the individual may make nondeductible contributions to a traditional
IRA.

Amounts held in atraditional IRA are includible in income when withdrawn (except to the
extent the withdrawal is areturn of nondeductible contributions). Includible amounts withdrawn
prior to attainment of age 59-1/2 are subject to an additiona 10-percent early withdrawal tax,
unless the withdrawal is due to death or disability, is made in the form of certain periodic
payments, is used to pay medical expensesin excess of 7.5 percent of AGI, is used to purchase
health insurance of an unemployed individual, is used for education expenses, or is used for first-
time homebuyer expenses of up to $10,000.

Roth IRAs

Individuals with AGI below certain levels may make nondeductible contributions to a Roth
IRA. The maximum annual contribution that may be made to a Roth IRA is the lesser of $2,000 or
the individual’ s compensation for the year. The contribution limit is reduced to the extent an
individual makes contributions to any other IRA for the same taxable year. As under the rules
relating to IRAs generally, a contribution of up to $2,000 for each spouse may be made to a Roth
IRA provided the combined compensation of the spousesis at least equal to the contributed
amount. The maximum annual contribution that can be made to a Roth IRA is phased out for single
individuals with AGI between $95,000 and $110,000 and for joint filers with AGI between
$150,000 and $160,000.

Taxpayers with modified AGI of $100,000 or less generaly may convert atraditional IRA
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into an Roth IRA. The amount converted isincludible in income asif awithdrawal had been
made, except that the 10-percent early withdrawal tax does not apply and, if the conversion
occurred in 1998, the income inclusion may be spread ratably over 4 years. Married taxpayers
who file separate returns cannot convert atraditional IRA into a Roth IRA.

Amounts held in aRoth IRA that are withdrawn as a qualified distribution are not
includible in income, nor subject to the additional 10-percent tax on early withdrawals. A
qualified distribution is a distribution that (1) is made after the 5-taxable year period beginning
with the first taxable year for which the individual made a contribution to a Roth IRA, and (2)
which is made after attainment of age 59-1/2, on account of death or disability, or is made for first-
time homebuyer expenses of up to $10,000.

Distributions from a Roth IRA that are not qualified distributions are includible in income
to the extent attributable to earnings, and subject to the 10-percent early withdrawal tax (unless an
exception applies).” The same exceptions to the early withdrawal tax that apply to IRAs apply to
Roth IRAs.

|RA investments

In general, IRAsS may not invest in collectibles. Under one exception to thisrule, IRAS
may invest in certain gold, silver, and platinum coins and coinsissued under the laws of any State.

Reasons for Change

The Committee is concerned about the low national savings rate, and that individuals may
not be saving adequately for retirement. Present law provides tax incentives for savings, including
the opportunity to make contributions to traditional and Roth IRAs. However, deductible
contributions to traditional IRAs and Roth IRAs are not available to al Americans. The Congress
believes that IRASs should be available to more individuals.

The present-law IRA contribution limit has not been increased since 1981. The Committee
believes that the limit should be raised in order to allow greater savings opportunities.

The Committee believes it appropriate to expand the types of coinsin which IRAs may
invest.

Explanation of Provision

Increase in annual contribution limits

The provision increases the annual contribution limit for traditional IRAs and Roth IRAsIn

" Early distribution of converted amounts may also accelerate income inclusion of
converted amounts that are taxable under the 4-year rule applicable to 1998 conversions.
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$1,000 annual increments, beginning in 2001, until the limit reaches $5,000 in 2003. Theredfter,
the limit isindexed for inflation in $100 increments.

Increasein AGI limitsfor deductible |RA contributions

Under the provision, the AGI phase-out limits for active participants in an employer-
sponsored plan isincreased annually by $2,000 ($4,000 in the case of married taxpayersfiling a
joint return) in 2008 and by $2,500 ($5,000 in the case of married taxpayers filing ajoint return) in
2009-2010. After 2010, the income limits are indexed for inflation in $1,000 increments. Thus,
the phase-out limits are as follows for taxable years beginning in 2008-2010.

Sngle Returns

Taxable years beginning in: Phase-out range

2008 . $52,000-62,000
2000 .. 54,500-64,500
2000 57,000-67,000

Joint Returns

Taxable years beginning in: Phase-out range

2008 . $84,000-104,000
2000 L 89,000-109,000
2000 94,000-114,000

The present-law income phase-out range for an individual who is not an active participant,
but whose spouse is, remains at $150,000 to $160,000.

AGI limitsfor Roth IRASs

The provision repeals the Roth IRA contribution AGI phase-out limits. The provision also
increases the AGI limit on conversions of traditional IRAsto Roth IRAsto $1 million ($500,000
in the case of a married taxpayer filing a separate return).

| RA investmentsin coins

The provision alows IRAsto invest in any coin certified by arecognized grading service
and traded on a nationally recognized electronic network, or listed by a recognized wholesale
reporting service and which (1) isor was at any time legal tender in the United States, or (2)
issued under the laws of any State. Such coins must be in the physical possession of the IRA
trustee or custodian.
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Effective Date

The provision generally is effective for taxable years beginning after December 31, 2000.
Theincreasein the AGI limits for deductible IRA contributions is effective for taxable years
beginning after December 31, 2007. The provision increasing the AGI limit for conversionsto
Roth IRAs s effective for taxable years beginning after December 31, 2002. The provision
relating to IRA investment in coinsis effective for taxable years beginning after December 31,
1999.

2. Creation of individual development accounts (sec. 303 of the bill and new sec. 530A of the
Code)

Present L aw

There are no tax benefits to encourage financial institutions to match savings of low-
income individuals.

Reasons for Change

The Committee recognizes that the rate of private savingsin the United Statesistoo low.
In particular, many low-income individuals either have inadequate savings or no savings at all.
The Committee believes that a tax-subsidized match by financia institutions may help encourage
more savings by low-income working individuals. The program isintended to encourage a pattern
of individua savings and wealth accumulation. Finally, the Committee believes that the program
will allow individualsto use their savings for three important purposes: (1) to afford better
educations; (2) to achieve home ownership; and (3) to start their own businesses.

Explanation of Provision

In general

The bill createsindividual development accounts (“IDAS’) to which eligible individuals
can contribute. 1n addition, the bill provides atax credit for certain matching contributions made
to an IDA by the financia ingtitution maintaining the IDA. Eligible individuals are individuals
who are: (1) at least 18 years of age; (2) acitizen or legal resident of the United States; and (3) a
member of ahousehold eligible for the earned income credit, Temporary Assistance for Needy
Families (“TANF"), or with family gross income of 60 percent or less of area median gross
income and net worth of $10,000 or less.

Contributionsto an DA by digible individuals

Only eligible individuals are allowed to contribute to an IDA. Contributionsto IDASs by
individuals are not deductible, and earnings on such contributions are includible in income. The
maximum contribution that can be made to an IDA for ataxable year isthe lesser of (1) $350 or
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(2) the individual’ s taxable compensation for the year. A specia rule would allow contributions
of up to $350 for each spouse in amarried couple if the total compensation of the spousesis at
least equal to the amount contributed.

M atching contributions

The bill provides atax credit to financia institutions that make matching contributions to
IDAs of individuals.® Thetax credit equals 85 percent of matching contributions, rounded up to
the nearest $10, up to a maximum annual credit of $300 per eligibleindividual. The credit is
available in each year that a matching contribution is made.

Matching contributions (and earnings thereon) are not includible in the gross income of the
eligibleindividual.

If an individual withdraws his or her own IDA contributions (or earnings thereon) for a
purpose other than a qualified purpose, the matching contribution attributable to such individual
contribution is forfeited.® Matching contributions may be withdrawn only in a qualified purpose
distribution.

A qualified purpose distribution is a distribution (1) that is made after the individual has
completed an economic literacy course, (2) that is made by the financial ingtitution directly to the
person to whom the funds are to (or to another IDA) and (3) is used for (a) certain educational
expenses, (b) first-time homebuyer expenses, and (c) business start-up expenses.

Effect on means-tested programs

Any amounts in the IDA are not to be taken into account for certain Federal means-tested
programs.

Effective Date

The provision is effective for contributions to IDAs and matching contributions made with
respect to such IDAs after December 31, 2000, and before January 1, 2006.

8 Matching contributions (and earnings) are accounted for separately from individual IDA
contributions (and earnings).

° Thefinancid institution isto use forfeited amounts to make other matching contributions.
No credit is provided with respect to such reallocated contributions.
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B. Expanding Coverage

1. Option totreat elective deferrals as after-tax contributions (sec. 311 of the bill and new
sec. 402A of the Code)

Present Law

A qualified cash or deferred arrangement (“section 401(k) plan™) or atax-sheltered annuity
(“section 403(b) annuity”) may permit a participant to elect to have the employer make payments
as contributions to the plan or to the participant directly in cash. Contributions made to the plan at
the election of a participant are elective deferrals. Elective deferrals must be nonforfeitable and
are subject to an annual dollar limitation (sec. 402(g)) and distribution restrictions. In addition,
elective deferrals under a section 401(k) plan are subject to special nondiscrimination rules.
Elective deferrals (and earnings attributabl e thereto) are not includible in a participant’ s gross
income until distributed from the plan.

Individuals with adjusted gross income below certain levels generally may make
nondeductible contributions to a Roth IRA and may convert a deductible or nondeductible IRA into
aRoth IRA. Amounts held in a Roth IRA that are withdrawn as a qualified distribution are not
includible in income, nor subject to the additional 10-percent tax on early withdrawals. A
qualified distribution is a distribution that (1) is made after the 5-taxable year period beginning
with the first taxable year for which the individual made a contribution to a Roth IRA, and (2) is
made after attainment of age 59-1/2, is made on account of death or disability, or isaqualified
specia purpose distribution (i.e., for first-time homebuyer expenses of up to $10,000). A
distribution from a Roth IRA that is not a qualified distribution isincludible in income to the extent
attributable to earnings, and is subject to the 10-percent tax on early withdrawals (unless an
exception applies).*®

Reasonsfor Change

The recently-enacted Roth IRA provisions have provided individuals with another form of
tax-favored retirement savings. For avariety of reasons, some individuals may prefer to save
through a Roth IRA rather than atraditional deductible IRA. The Committee believesthat smilar
savings choices should be available to participants in section 401(k) plans and tax-sheltered
annuities.

Explanation of Provision

A section 401(k) plan or a section 403(b) annuity may include a“qualified plus
contribution program” that permits a participant to elect to have all or a portion of the participant’s
elective deferrals under the plan treated as designated plus contributions. Designated plus

10 Early distributions of converted amounts may also accel erate income inclusion of
converted amounts that are taxable under the 4-year rule applicable to 1998 conversions.
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contributions are elective deferrals that the participant designates as not excludable from the
participant’ s gross income.

The annual dollar limitation on a participant’s designated plus contributions is the section
402(g) annual limitation on elective deferrals, reduced by the participant’ s elective deferral s that
the participant does not designate as designated plus contributions. Contributions under the
qualified plus contribution program must satisfy the requirements of section 401(k) or section
403(b) (other than with respect to the treatment of such contribution as not excludable from
income). Thus, for example, designated plus contributions are treated as any other elective
deferral for purposes of the nonforfeitability requirements and distribution restrictions of these
sections. Under a section 401(k) plan, designated plus contributions also are treated as any other
elective deferral for purposes of the special nondiscrimination requirements. Additionally,
designated plus contributions are at al times subject to the requirements of section 401(a)(9)
otherwise applicable to any amounts held under a qualified plan.

The plan must establish a separate account, and maintain separate recordkeeping, for a
participant’ s designated plus contributions (and earnings allocabl e thereto). A qualified
distribution from a participant’ s designated plus contributions account is not includible in the
participant’s grossincome. A qualified distribution is a distribution that is made after the end of a
specified nonexclusion period and that is (1) made on or after the date on which the participant
attains age 59-1/2, (2) made to a beneficiary (or to the estate of the participant) on or after the
death of the participant, or (3) attributable to the participant’s being disabled.'! The nonexclusion
period is the 5-year-taxable period beginning with the earlier of (1) the first taxable year for which
the participant made a designated plus contribution to any designated plus contribution account
established for the participant under the plan, or (2) if the participant has made arollover
contribution to the designated plus contribution account that is the source of the distribution from a
designated plus contribution account established for the participant under another plan, the first
taxable year for which the participant made a designated plus contribution to the previously
established account.

A distribution from a designated plus contributions account that is a corrective distribution
of an elective deferral (and income allocable thereto) that exceeds the section 402(g) annual limit
on elective deferralsis not a qualified distribution. Similarly, adistribution of a designated plus
contribution (and income allocable thereto) made to correct afailure of a nondiscrimination test or
any other requirement of section 401(a) is not a qualified distribution.

A participant may roll over adistribution from a designated plus contributions account
only to another designated plus contributions account or a Roth IRA of the participant.

The Secretary of the Treasury is directed to require the plan administrator of each section
401(k) plan or section 403(b) annuity that permits participants to make designated plus

11 A qualified special purpose distribution, as defined under the rules relating to Roth
IRAS, does not qualify as atax-free distribution from a designated plus contributions account.
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contributions to make such returns and reports regarding designated plus contributions to the
Secretary, plan participants and beneficiaries, and other persons that the Secretary may designate.

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.

2. Increase eective contribution limits (sec. 312 of the bill and secs. 402(g), 408(p), and 457
of the Code)

Present Law

Under present law, under certain salary reduction arrangements, an employee may elect to
have the employer make payments as contributions to a plan on behalf of the employee, or to the
employee directly in cash. Contributions made at the election of the employee are called elective
deferrals.

The maximum annual amount of elective deferrasthat an individual may maketo a
qualified cash or deferred arrangement (a*“ section 401(k) plan”), atax-sheltered annuity (*section
403(b) annuity”) or a salary reduction simplified employee pension plan (“ SEP”) is $10,000 (for
1999). The maximum annual amount of elective deferrals that an individual may maketo a
SIMPLE plan is $6,000. These limits are indexed for inflation in $500 increments.

The maximum annual deferral under a deferred compensation plan of a State or local
government or atax-exempt organization (a “section 457 plan”) is the lesser of (1) $8,000 (for
1999) or (2) 33-1/3 percent of compensation. The $8,000 dollar limit isincreased for inflation in
$500 increments. Under a special catch-up rule, the section 457 plan may provide that, for one or
more of the participant’ s last 3 years before retirement, the otherwise applicable limit isincreased
to the lesser of (1) $15,000 or (2) the sum of the otherwise applicable limit for the year plus the
amount by which the limit applicable in preceding years of participation exceeded the deferrals for
that year.

Reasonsfor Change

The tax benefits provided under tax-favored retirement plans are a departure from the
normally applicable income tax rules. The special tax benefits for such plans are generally
justified on the ground that they serve an important socia policy objective, i.e., the provision of
retirement benefits to a broad group of employees. The limits on deferrass, in combination with
the other limits on contributions, benefits, and compensation that may be taken into account, serve
to limit the tax benefits associated with such plans. The level at which to place such limits
involves a balancing of different policy objectives and a judgment asto what limits are most likely
to best further policy goals.

One of the factors that may influence the decision of an employer, particularly a small
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employer, to adopt a plan is the extent to which the owners of the business, the decision-makers, or
other highly compensated employees will benefit under the plan. The Committee believes that
increasing the limits on deferrals will encourage employers to establish tax-favored retirement
plans for their employees.

The Committee understands that, in recent years, section 401(k) plans have become
increasingly more prevalent. The Committee believesit isimportant to increase the amount of
employee elective deferrals allowed under such plans, and other plans that allow deferrals, to
better enable plan participants to save for their retirement.

Explanation of Provision

Beginning in 2001, the provision increases the dollar limit on annual elective deferrals
under section 401(Kk) plans, section 403(b) annuities and salary reduction SEPs in $1,000 annual
increments until the limits reach $15,000 in 2005. Beginning in 2001, the provision increases the
maximum annual elective deferrals that may be made to a SIMPLE plan in $1,000 annual
increments until the limit reaches $10,000 in 2004. The $15,000 and $10,000 dollar limits are
indexed in $500 increments, as under present law.

The provision increases the dollar limit on deferrals under a section 457 plan to $9,000 in
2001, $10,000 in 2002, $11,000 in 2003, and $12,000 in 2004. After 2004, the limit isindexed in
$500 increments. The limit is twice the otherwise applicable dollar limit in the three years prior
to retirement.*

Effective Date

The provision is effective for years beginning after December 31, 2000, with adelayed
effective date for plans maintained pursuant to a collective bargaining agreement.

3. Plan loansfor subchapter S shareholders, partners, and sole proprietors (sec. 313 of the
bill, sec. 4975 of the Code, and secs. 407 and 408 of ERISA)

Present L aw

The Internal Revenue Code prohibits certain transactions (“ prohibited transactions”)
between a qualified plan and a disqualified person in order to prevent persons with a close
relationship to the qualified plan from using that relationship to the detriment of plan participants
and beneficiaries.® Certain types of transactions are exempted from the prohibited transaction

12- Another provision of the provision increases the 33-1/3 percentage of compensation
[imit to 100 percent.

13 Title! of the Employee Retirement Income Security Act of 1974, as amended
(“ERISA”) adso contains prohibited transaction rules. The Code and ERISA provisions are
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rules, including loans from the plan to plan participants, if certain requirements are satisfied. In
addition, the Department of Labor can grant an administrative exemption from the prohibited
transaction rulesif she finds the exemption is administratively feasible, in the interest of the plan
and plan participants and beneficiaries, and protective of the rights of participants and
beneficiaries of the plan. Pursuant to this exemption process, the Secretary of Labor grants
exemptions both with respect to specific transactions and classes of transactions.

The statutory exemptions to the prohibited transaction rules do not apply to certain
transactions in which the plan makes aloan to an owner-employee.* Loans to participants other
than owner-employees are permitted if loans are available to all participants on a reasonably
equivaent basis, are not made available to highly compensated employees in an amount greater
than made available to other employees, are made in accordance with specific provisonsin the
plan, bear areasonable rate of interest, and are adequately secured. In addition, the Code places
limits on the amount of loans and repayment terms.

For purposes of the prohibited transaction rules, an owner-employee means (1) asole
proprietor, (2) apartner who owns more than 10 percent of either the capital interest or the profits
interest in the partnership, (3) an employee or officer of a Subchapter S corporation who owns
more than the corporation, and (4) the owner of an individual retirement arrangement (“IRA™).
The term owner-employee a so includes certain family members of an owner-employee and
certain corporations owned by an owner-employee.

Under the Internal Revenue Code, atwo-tier excise tax isimposed on disqualified persons
who engage in a prohibited transaction. Thefirst level tax isequal to 15 percent of the amount
involved in the transaction. The second level tax isimposed if the prohibited transaction is not
corrected within a certain period, and is equal to 100 percent of the amount involved.

Reasons for Change

The Committee believes that the present-law prohibited transaction rules regarding loans
unfairly discriminate against the owners of unincorporated businesses and subchapter S
corporations. For example, under present law, the sole shareholder of a C corporation may take
advantage of the statutory exemption to the prohibited transaction rules for loans, but an individual
who does business as a sole proprietor may not.

Explanation of Provision

The provision generally eliminates the specia present-law rules relating to plan loans
made to an owner-employee. Thus, the genera statutory exemption applies to such transactions.
Present law applies with respect to IRAS.

substantially similar, although not identical.
14 Certain transactions involving a plan and Subchapter S shareholders are permitted.
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Effective Date

The provision is effective with respect to loans entered into after December 31, 2000.

4. Electivedeferralsnot taken into account for purposes of deduction limits (sec. 314 of the
bill and sec. 404 of the Code)

Present Law

Employer contributions to one or more qualified retirement plans are deductible subject to
certain limits. In genera, the deduction limit depends on the kind of plan.

In the case of a defined benefit pension plan or amoney purchase pension plan, the
employer generally may deduct the amount necessary to satisfy the minimum funding cost of the
plan for the year. If adefined benefit pension plan has more than 100 participants, the maximum
amount deductibleis at least equal to the plan’s unfunded current liabilities.

In the case of a profit-sharing or stock bonus plan, the employer generally may deduct an
amount equal to 15 percent of compensation of the employees covered by the plan for the year.

If an employer sponsors both a defined benefit pension plan and a defined contribution plan
that covers some of the same employees (or amoney purchase pension plan and another kind of
defined contribution plan), the total deduction for al plans for a plan year generally islimited to
the greater of (1) 25 percent of compensation or (2) the contribution necessary to meet the
minimum funding requirements of the defined benefit pension plan for the year (or the amount of
the plan’s unfunded current liabilities, in the case of a plan with more than 100 participants).

For purposes of the deduction limits, employee elective deferral contributions to a section
401(Kk) plan are treated as employer contributions and, thus, are subject to the generally applicable
deduction limits.

Subject to certain exceptions, nondeductible contributions are subject to a 10-percent
excise tax.

Reasonsfor Change

Subjecting elective deferrals to the normally applicable deduction limits may cause
employers to restrict the amount of e ective contributions an employee may make or to restrict
employer contributions to the plan, thereby reducing participants ultimate retirement benefits and
their ability to save adequately for retirement. The Committee believes that the amount of elective
deferrals otherwise allowable should not be further limited through application of the deduction
rules.

Explanation of Provision

-30-



Under the provision, elective deferral contributions are not subject to the deduction limits,
and the application of a deduction limitation to any other employer contribution to a qualified
retirement plan does not take into account elective deferral contributions.

Effective Date

The provision is effective for years beginning after December 31, 2000.

5. Reduce PBGC premiumsfor small and new plans (secs. 315-316 of the bill and sec. 4006
of ERISA)

Present L aw

Under present law, the Pension Benefit Guaranty Corporation (“PBGC”) provides
insurance protection for participants and beneficiaries under certain defined benefit pension plans
by guaranteeing certain basic benefits under the plan in the event the plan is terminated with
insufficient assets to pay benefits promised under the plan. The guaranteed benefits are funded in
part by premium payments from employers who sponsor defined benefit plans. The amount of the
required annual PBGC premium for a single-employer plan is generally aflat rate premium of $19
per participant and an additional variable rate premium based on a charge of $9 per $1,000 of
unfunded vested benefits. Unfunded vested benefits under a plan generaly means (1) the unfunded
current liability for vested benefits under the plan, over (2) the value of the plan’s assets, reduced
by any credit balance in the funding standard account. No variable rate premium isimposed for a
year if contributions to the plan were at least equal to the full funding limit.

The PBGC guarantee is phased in ratably in the case of plans that have been in effect for
lessthan 5 years, and with respect to benefit increases from a plan amendment that was in effect
for lessthan 5 years before termination of the plan.

Reasonsfor Change

The Committee believes that reducing the PBGC premiums for new plans will help
encourage the establishment of defined benefit pension plans.

Explanation of Provision

Reduced flat-rate premiums for new plans of small employers

Under the provision, for thefirst five plan years of a new single-employer plan of asmall
employer, the flat-rate PBGC premium is $5 per plan participant.

A small employer is a contributing sponsor that, on the first day of the plan year, has 100 or

fewer employees. For this purpose, all employees of the members of the controlled group of the
contributing sponsor are taken into account. In the case of a plan to which more than one unrelated
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contributing sponsor contributes, employees of all contributing sponsors (and their controlled
group members) are taken into account in determining whether the plan isa plan of asmall
employer.

A new plan means a defined benefit plan maintained by a contributing sponsor if, during
the 36-month period ending on the date of adoption of the plan, such contributing sponsor (or
controlled group member or a predecessor of either) has not established or maintained a plan
subject to PBGC coverage with respect to which benefits were accrued for substantially the same
employees as arein the new plan.

Reduced variable PBGC premium for new plans

The provision provides that the variable premium is phased in for new defined benefit
plans over asix-year period starting with the plan’sfirst plan year. The amount of the variable
premium is a percentage of the variable premium otherwise due, as follows: 0 percent of the
otherwise applicable variable premium in the first plan year; 20 percent in the second plan year;
40 percent in the third plan year; 60 percent in the fourth plan year; 80 percent in the fifth plan
year; and 100 percent in the sixth plan year (and thereafter).

A new defined benefit plan is defined as under the flat-rate premium provision relating to
new small employer plans.

Effective Date

The provision is effective for plans established after December 31, 2000.
6. Eliminate IRS user feesfor requestsregarding new plans (sec. 317 of the bill)
Present L aw

An employer that maintains a retirement plan for the benefit of its employees may request
from the Internal Revenue Service (“IRS’) a determination as to whether the form of the plan
satisfies the requirements applicable to tax-qualified plans (sec. 401(a)), as well as other rulings
and opinions concerning the plan. In order to obtain from the IRS a determination |etter on the
qualified status of the plan, aruling or an opinion, the employer must pay a user fee. For example,
the user fee for a determination letter request may range from $125 to $1,250, depending upon the
scope of the request and the type and format of the plan.®

15 User fees are statutorily authorized; however, the IRS sets the dollar amount of the fee
applicable to any particular type of request.
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Reasonsfor Change

One of the factors affecting the decision of an employer to adopt a plan isthe level of
administrative costs associated with the plan. The Committee believes that reducing
administrative costs, such as IRS user fees, will help further the establishment of qualified plans
by employers.

Explanation of Provision

No user feeisrequired for any determination letter, ruling, or opinion with respect to a
new retirement plan. For purposes of the provision, a new retirement plan is a plan maintained by
one or more employers that (1) have not made a prior request for a determination letter, ruling, or
opinion with respect to the plan or any predecessor plan, and (2) have not established or
maintained a qualified plan with respect to which contributions were made, or benefits accrued for
service, in the 3 most recent taxable years ending prior to the first taxable year in which the
request is made.

Effective Date

The provision is effective for requests made after December 31, 2000.

7. SAFE annuitiesand trusts (sec. 318 of the bill, new sec. 408B of the Code, and secs. 101
and 4021 of ERISA)

Present Law

A small business may establish a simplified defined contribution retirement plan called a
savings incentive match plan for employees (“SIMPLE”) retirement plan. An employer isédligible
to adopt a SIMPLE plan if the employer employs 100 or fewer employees who received at |east
$5,000 in compensation during the preceding year and does not maintain another retirement plan.

A SIMPLE plan may be either an individual retirement arrangement for each employee
(“SIMPLE IRA”) or part of aqualified cash or deferred arrangement (a“SIMPLE 401(k)"). A
SIMPLE IRA is not subject to the nondiscrimination rules or top-heavy rules generally applicable
to qualified plans. Similarly, a SIMPLE 401(k) is deemed to satisfy the specia nondiscrimination
tests applicable to 401(k) plans and is not subject to the top-heavy rules. The other qualified plan
rules apply to a SIMPLE 401(k), however.

SIMPLE plans are subject to specia contribution rules. Employees may elect during the
60-day period preceding a plan year to make elective contributions under a SIMPLE plan of up to
$6,000 during the plan year. The $6,000 dollar limit is adjusted for cost-of-living increasesin
$500 increments.

An employer that maintains a SIMPLE plan generally is required to match each employee’s
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elective contributions on a dollar-for-dollar basis up to 3 percent of the employee's compensation.
As an dternative to a matching contribution for any year, an employer may make a nonelective
contribution on behalf of each eligible employee equal to 2 percent of the employee's
compensation.

Under aSIMPLE IRA, the compensation limit does not apply for purposes of the required
employer matching contribution. If the employer satisfies the contribution requirement by making a
nonel ective contribution, however, the amount of compensation taken into account for each
participant to determine the amount of the required employer contribution may not exceed the
compensation limit.

Under a SIMPLE 401(k), the compensation limit applies for purposes of the matching
contribution as well as the nonel ective contribution.

No contributions other than employee elective contributions and required employer
contributions may be made to a SIMPLE plan. All contributions under a SIMPLE plan must be
fully vested.

Present law does not provide for asimplified defined benefit plan similar to the SIMPLE
plan.

Reasons for Change

The Committee believes that the avail ability of asimplified defined benefit arrangement
that does not involve many of the administrative burdens of the present-law qualified plan rules
applicable to defined benefit plans will encourage the adoption of defined benefit arrangements by
small businesses, thereby leading to increased pension coverage for employees of such businesses.

Explanation of Provision

A small business may establish asimplified retirement plan called the secure assets for
employees (“SAFE”) plan. The SAFE plan combines the features of a defined benefit plan and a
defined contribution plan.

Employer and employee digibility and vesting

An employer is digible to adopt a SAFE plan if the employer employs 100 or fewer
employees who received at least $5,000 in compensation during the preceding year and does not
maintain another retirement plan other than a plan that provides only for elective deferrals or
matching contributions, an eligible deferred compensation plan of a tax-exempt organization or a
State or local government (“section 457 plan”), or a collectively bargained plan.

Each employee whose compensation was at least $5,000 in any 2 preceding consecutive
years and in the current year generally is eligible to participate. All benefits under a SAFE plan
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arefully vested at all times.

Benefits and funding

A SAFE plan provides afully funded minimum defined benefit. For each year of
participation, a participant generally accrues a minimum annual benefit at retirement equal to 3
percent of the participant’s compensation for the year. The employer may elect to provide a
benefit of 2 percent, 1 percent, or O percent of compensation for any year for al participantsif the
employer notifies the participants of such lower percentage within a reasonable period before the
beginning of the year. Benefits under a SAFE plan are subject to the annua limitation on
compensation that may be taken into account under a qualified plan ($160,000 in 1999).

An employer may count up to 10 years of service performed by a participant before the
adoption of a SAFE plan (“prior service year”) if the same number of prior serviceyearsis
availableto all employees eligible to participate in the SAFE plan for the first plan year. Prior
service yearsis taken into account by doubling the amount of the contribution the employer would
otherwise make for each participant with prior service years, beginning with the first year the
SAFE planisin effect. A participant’s prior service years do not include any yearsin which a
participant was an active participant in any defined benefit plan maintained by the employer or
received less than $5,000 in compensation from the employer.

Each year the employer isrequired to contribute to the SAFE plan on behalf of each
participant an amount sufficient to provide the annual benefit accrued for the year payable at age
65, using specified actuarial assumptions (including an interest rate not less than 3 percent and not
greater than 5 percent per year). A SAFE plan may be funded either through an individual
retirement annuity for each employee (“SAFE Annuity”) or through atrust (a“ SAFE Trust”).

Under a SAFE Trust, each participant has an account to which actua investment returns are
credited. If aparticipant’s account balance is less than the total of past employer contributions
credited with a specified interest rate (not less than 3 percent and not greater than 5 percent per
year), the employer is required to make up the shortfall. If the investment returnsin a participant’s
account exceed the specified interest rate, the participant is entitled to the larger account balance.
Permissible investments of a SAFE Trust are securities that are readily tradable on an established
securities market and insurance company products that are regulated by State law.

Under a SAFE Annuity, each year the employer is required to contribute the amount
necessary to purchase an annuity that provides the benefit accrual for the year.

The required contributions to a SAFE plan are deductible under the rules applicable to
qualified defined benefit plans. An excise tax appliesif the employer fails to make the required
contribution for the year.

Benefits under a SAFE plan are not guaranteed by the Pension Benefit Guaranty
Corporation.
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Digributions

A SAFE plan may provide for distributions at any time. Distributions from a SAFE plan
are subject to tax under the present-law rules applicable to distributions from qualified plans,
except that a distribution prior to the participant’ s attainment of age 59-1/2 generally are subject to
an additional tax equal to 20 percent of the amount distributed.

A SAFE plan must provide for payment of benefits in the form of asingle life annuity
payable at age 65 or any actuarially equivalent form of benefit. A SAFE plan isnot subject to the
joint and survivor annuity requirements applicable to other defined benefit pension plans.

Nondiscrimination requirements and other rules

A SAFE plan is not subject to the nondiscrimination rules, the top-heavy plan rules, or the
limitations on benefits or contributions applicable to qualified retirement plans. Simplified
reporting and disclosure requirements apply to SAFE plans.

Effective Date

The provision is effective for years beginning after December 31, 2000.
8. Madification of top-heavy rules (sec. 319 of the bill and sec. 416 of the Code)
Present L aw
In general
Under present law, additional qualification requirements apply to plans that primarily
benefit an employer’s key employees (“top-heavy plans’). These additional requirements provide
(1) more rapid vesting for plan participants who are non-key employers and (2) minimum

nonintegrated employer contributions or benefits for plan participants who are non-key employees.

Definition of top-heavy plan

In general, atop-heavy plan is a plan under which more than 60 percent of the contributions
or benefits are provided to key employees. More precisely, a defined benefit plan is atop-heavy
plan if more than 60 percent of the cumulative accrued benefits under the plan are for key
employees. A defined contribution plan istop heavy if the sum of the account balances of key
employeesis more than 60 percent of the total account balances under the plan. For each plan
year, the determination of top-heavy status generaly is made as of the last day of the preceding
plan year (“the determination date”).

For purposes of determining whether a plan is atop-heavy plan, benefits derived both from
employer and employee contributions, including employee e ective contributions, are taken into
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account. In addition, the accrued benefit of a participant in a defined benefit plan and the account
balance of a participant in adefined contribution plan includes any amount distributed within the
5-year period ending on the determination date.

Anindividua’s accrued benefit or account balance is not taken into account in determining
whether a plan is top-heavy if the individual has not performed services for the employer during
the 5-year period ending on the determination date.

In some cases, two or more plans of asingle employer must be aggregated for purposes of
determining whether the group of plansistop-heavy. The following plans must be aggregated: (1)
plans which cover akey employee (including collectively bargained plans); and (2) any plan upon
which aplan covering a key employee depends for purposes of satisfying the Code's
nondiscrimination rules. The employer may be required to include terminated plansin the
required aggregation group. In some circumstances, an employer may elect to aggregate plans for
purposes of determining whether they are top heavy.

SIMPLE plans are not subject to the top-heavy rules.

Definition of key employee

A key employee is an employee who, during the plan year that ends on the determination
date or any of the 4 preceding plan years, is (1) an officer earning over one-half of the defined
benefit plan dollar limitation of section 415 ($65,000 for 1999), (2) a 5-percent owner of the
employer, (3) a 1-percent owner of the employer earning over $150,000, or (4) one of the 10
employees earning more than the defined contribution plan dollar limit ($30,000 for 1999) with the
largest ownership interests in the employer. A family ownership attribution rule appliesto the
determination of 1-percent owner status, 5-percent owner status, and largest ownership interests.
Under this attribution rule, an individual is treated as owning stock owned by the individual’s
spouse, children, grandchildren, or parents.

Minimum benefit for non-key employees

A minimum benefit generally must be provided to all non-key employeesin atop-heavy
plan. In general, atop-heavy defined benefit plan must provide a minimum benefit equal to the
lesser of (1) 2 percent of compensation multiplied by the employee' s years of service, or (2) 20
percent of compensation. A top-heavy defined contribution plan must provide a minimum annua
contribution equal to the lesser of (1) 3 percent of compensation, or (2) the percentage of
compensation at which contributions were made for key employees (including employee elective
contributions made by key employees and employer matching contributions).

For purposes of the minimum benefit rules, only benefits derived from employer
contributions (other than amounts employees have elected to defer) to the plan are taken into
account, and an employee’ s social security benefits are disregarded (i.e., the minimum benefit is
nonintegrated). Employer matching contributions may be used to satisfy the minimum contribution
requirement; however, in such a case the contributions are not treated as matching contributions for
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purposes of applying the specia nondiscrimination requirements applicable to employee elective
contributions and matching contributions under sections 401(k) and (m). Thus, such contributions
would have to meet the general nondiscrimination test of section 401(a)(4).1°

Top-heavy vesting

Benefits under atop-heavy plan must vest at least as rapidly as under one of the following
schedules: (1) 3-year cliff vesting, which provides for 100 percent vesting after 3 years of service;
and (2) 2-6 year graduated vesting, which provides for 20 percent vesting after 2 years of service,
and 20 percent more each year thereafter so that a participant is fully vested after 6 years of
service.’

Qualified cash or deferred arrangements

Under a qualified cash or deferred arrangement (a “ section 401(k) plan™), an employee
may elect to have the employer make payments as contributions to a qualified plan on behalf of the
employee, or to the employee directly in cash. Contributions made at the election of the employee
are called elective deferrals. A special nondiscrimination test appliesto elective deferrals under
cash or deferred arrangements, which compares the elective deferrals of highly compensated
employees with elective deferrals of nonhighly compensated employees. (Thistest is called the
actual deferral percentage test or the“*ADP” test). Employer matching contributions under
qualified defined contribution plans are also subject to a similar nondiscrimination test. (Thistest
is called the actual contribution percentage test or the “ACP” test.)

Under a design-based safe harbor, a cash or deferred arrangement is deemed to satisfy the
ADP test if the plan satisfies one of two contribution requirements and satisfies a notice
requirement. A plan satisfies the contribution requirement under the safe harbor rule for qualified
cash or deferred arrangements if the employer either (1) satisfies a matching contribution
requirement or (2) makes a nonelective contribution to a defined contribution plan of at least 3
percent of an employee’ s compensation on behalf of each nonhighly compensated employee who is
eligible to participate in the arrangement without regard to the permitted disparity rules (sec.
401(1)). A plan satisfies the matching contribution requirement if, under the arrangement: (1) the
employer makes a matching contribution on behalf of each nonhighly compensated employee that is
equal to (a) 100 percent of the employee's elective deferrals up to 3 percent of compensation and
(b) 50 percent of the employee’s elective deferrals from 3 to 5 percent of compensation; and (2),
the rate of match with respect to any e ective contribution for highly compensated employees is not
greater than the rate of match for nonhighly compensated employees. Matching contributions that

6 Tres. Reg. sec. 1.416-1 Q& A M-19.

17 Benefits under a plan that is not top heavy must vest at least as rapidly as under one of
the following schedules: (1) 5-year cliff vesting; and (2) 3-7 year graded vesting, which provides
for 20 percent vesting after 3 years and 20 percent more each year thereafter so that a participant is
fully vested after 7 years of service.
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satisfy the design-based safe harbor for cash or deferred arrangements are deemed to satisfy the
ACPtest. Certain additional matching contributions are also deemed to satisfy the ACP test.

Reasons for Change

The top-heavy rules primarily affect the plans of small employers. While the top-heavy
rules were intended to provide additional minimum benefits to rank-and-file employees, the
Committee is concerned that in some cases the top-heavy rules may act as a deterrent to the
establishment of a plan by asmall employer. The Committee believes that simplification of the
top-heavy rules will help alleviate the additional administrative burdens the rules place on small
employers. The Committee also believesthat, in applying the top-heavy minimum benefit rules,
the employer should receive credit for al contributions the employer makes, including matching
contributions.

The Committee understands that some employers may have been discouraged from
adopting a safe harbor section 401(k) plan due to concerns about the top-heavy rules. The
Committee believes that facilitating the adoption of such planswill broaden coverage. Thus, the
Committee believes it appropriate to provide that such plans are not subject to the top-heavy rules.

Explanation of Provision

Definition of top-heavy plan

The provision provides that a plan consisting of a cash-or-deferred arrangement that
satisfies the design-based safe harbor for such plans and matching contributions that satisfy the
safe harbor rule for such contributionsis not a top-heavy plan. Matching or nonelective
contributions provided under such a plan may be taken into account in satisfying the minimum
contribution requirements applicable to top-heavy plans.®

Definition of key employee

The family ownership attribution rule would no longer apply in determining whether an
individual is a 5-percent owner of the employer.

Minimum benefit for non-key employees

Under the provision, matching contributions are taken into account in determining whether

18 This provision is not intended to preclude the use of nonelective contributions that are
used to satisfy the safe harbor rules from being used to satisfy other qualified retirement plan
nondiscrimination rules, including those involving cross-testing.
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the minimum benefit requirement has been satisfied.*®

Effective Date

The provision is effective for years beginning after December 31, 2000.

19 Thus, this provision overrides the provision in Treasury regulations that, if matching
contributions are used to satisfy the minimum benefit requirement, then they are not treated as
matching contributions for purposes of the section 401(m) nondiscrimination rules.
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C. Enhancing Fairnessfor Women

1. Additional catch-up contributions (sec. 321 of the bill and secs. 402(g), 408(p), and 457 of
the Code)

Present L aw®

Elective deferral limitations

Under present law, under certain salary reduction arrangements, an employee may elect to
have the employer make payments as contributions to a plan on behalf of the employee, or to the
employee directly in cash. Contributions made at the election of the employee are called elective
deferrals.

The maximum annual amount of elective deferrals that an individual may maketo a
qualified cash or deferred arrangement (a“401(k) plan™), atax-sheltered annuity (“section 403(b)
annuity”) or asalary reduction simplified employee pension plan (“SEP”) is $10,000 (for 1999).
The maximum annual amount of elective deferrals that an individual may make to a SIMPLE plan
is $6,000. These limits are indexed for inflation in $500 increments.

Section 457 plans

The maximum annual deferral under a deferred compensation plan of a State or local
government or atax-exempt organization (a “section 457 plan”) is the lesser of (1) $8,000 (for
1999) or (2) 33-1/3 percent of compensation. The $8,000 dollar limit isincreased for inflation in
$500 increments. Under a special catch-up rule, the section 457 plan may provide that, for one or
more of the participant’ s last 3 years before retirement, the otherwise applicable limit isincreased
to the lesser of (1) $15,000 or (2) the sum of the otherwise applicable limit for the year plus the
amount by which the limit applicable in preceding years of participation exceeded the deferrals for
that year.

|RAS*

Under present law, individuals may make contributions annually of up to $2,000 to a
traditional IRA or aRoth IRA. The maximum deductible contribution to atraditional IRA is
phased-out for active participants in an employer-sponsored retirement plan with adjusted gross
income above certain levels. The ability to make contributions to a Roth IRA is also phased out
above certain income levels.

20 The various dollar limits on contributions described below increases under other
provisionsin the provision.

2L For amore detailed description of the contribution limits for IRAS, see the discussion of
present law in part I11.A., above.
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Reasonsfor Change

Although the Committee believes that individuals should be saving for retirement
throughout their working lives, as a practical matter, many individuals ssimply do not focus on the
amount of retirement savings they need until they near retirement. In addition, many individuals
may have difficulty saving morein earlier years, e.g., because an employee leaves the workplace
to care for afamily. Some individuals may have a greater ability to save as they near retirement.

The Committee believes that the pension laws should assist individuals who are nearing
retirement to save more for their retirement.

Explanation of Provision

The provision provides that individuals who have attained age 50 may make additional
catch-up elective contributions to employer-sponsored retirement plans and additional catch-up
IRA contributions.

In the case of employer-sponsored retirement plans, the provision applies to elective
deferrals under a section 401(k) plan, section 403(b) annuity, SIMPLE, or section 457 plan.
Additional contributions may be made by an individual who has attained age 50 before the end of
the plan year and with respect to whom no other elective deferrals may otherwise be made to the
plan for the year because of the application of any limitation of the Code (e.g., the annual limit on
elective deferrals) or of the plan. Under the provision, the additional amount of elective
contributions that may be made by an eligible individual participating in such a plan is the lesser
of (1) the applicable percent of the maximum dollar anount of elective deferrals otherwise
excludable from the gross income of the participant for the year (under sec. 402(g))or (2) the
participant’ s compensation for the year reduced by any other elective deferrals of the participant
for the year.?? The applicable percent is 10 percent in 2001, and increases by 10 percentage points
until the applicable percent is 50 in 2005 and thereafter. The following examplesillustrate the
application of the provision, after the catch-up isfully phased in.

Example 1: Employee A is ahighly compensated employee who is over 50 and who
participates in a section 401(k) plan sponsored by A’s employer. The maximum annual
deferral limit (without regard to the provision) is $10,000. After application of the special
nondiscrimination rules applicable to section 401(k) plans, the maximum elective deferral
A may make for the year is $8,000. Under the provision, A is able to make additional
catch-up salary reduction contributions of $5,000.

Example 2: Employee B, who is over 50, is a participant in a section 401(k) plan. B’s

2 nthe case of a section 457 plans, this catch-up rule does not apply during the
participant’s last 3 years before retirement (in those years, the regularly applicable dollar limit is
doubled).
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compensation for the year is $30,000. The maximum annual deferral limit (without regard
to the provision) is $10,000. Under the terms of the plan, the maximum permitted deferral
is 10 percent of compensation or, in B’s case, $3,000. Under the provision, B can
contribute up to $8,000 for the year ($3,000 under the normal operation of the plan, and an
additional $5,000 under the provision).

Catch-up contributions made under the provision are not be subject to any other
contribution limits and are not taken into account in applying other contribution limits. In addition,
such contributions are not subject to applicable nondiscrimination rules.?

An employer may make matching contributions with respect to catch-up contributions. Any
such matching contributions are subject to the normally applicable rules.

In the case of IRAS, the otherwise maximum contribution limit (before application of the
AGI phase-out limits) for an individual who has attained age 50 before the end of the taxable year
isincreased by 50 percent.

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.

2. Equitabletreatment for contributions of employeesto defined contribution plans (sec. 322
of the bill and secs. 403(b), 415, and 457 of the Code)

Present L aw

Present law imposes limits on the contributions that may be made to tax-favored retirement
plans.

Defined contribution plans

In the case of atax-qualified defined contribution plan, the limit on annual additions that
can be made to the plan on behalf of an employee isthe lesser of $30,000 (for 1999) or 25 percent
of the employee' s compensation (sec. 415(c)). Annual additions include employer contributions,
including contributions made at the election of the employee (i.e., employee eective deferrals),
after-tax employee contributions, and any forfeitures allocated to the employee. For this purpose,
compensation means taxable compensation of the employee, plus elective deferrals, and similar
salary reduction contributions.

Tax-sheltered annuities

% Another provision in the bill provides that el ective contributions are deductible without
regard to the otherwise applicable deduction limits.
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In the case of atax-sheltered annuity (a“section 403(b) annuity”), the annual contribution
generally cannot exceed the lesser of the exclusion allowance or the section 415(c) defined
contribution limit. The exclusion allowance for ayear is equal to 20 percent of the employee’'s
includible compensation, multiplied by the employee’ s years of service, minus excludable
contributions for prior years under qualified plans, tax-sheltered annuities or section 457 plans of
the employer.

In addition to this general rule, employees of nonprofit educational institutions, hospitals,
home health service agencies, health and welfare service agencies, and churches may elect
application of one of several special rules that increase the amount of the otherwise permitted
contributions. The election of aspecia ruleisirrevocable; an employee may not elect to have
more than one specia rule apply.

Under one special rule, in the year the employee separates from service, the employee may
elect to contribute up to the exclusion allowance, without regard to the 25 percent of compensation
limit under section 415. Under this rule, the exclusion allowance is determined by taking into
account no more than 10 years of service.

Under a second specia rule, the employee may contribute up to the lesser of: (1) the
exclusion alowance; (2) 25 percent of the participant’ s includible compensation; or (3) $15,000.

Under athird special rule, the employee may elect to contribute up to the section 415(c)
limit, without regard to the exclusion allowance. If thisoption is elected, then contributions to
other plans of the employer are also taken into account in applying the limit.

For purposes of determining the contribution limits applicable to section 403(b) annuities,
includible compensation means the amount of compensation received from the employer for the
most recent period which may be counted as a year of service under the exclusion allowance. In
addition, includible compensation includes elective deferrals and similar salary reduction
amounts.

Section 457 plans

Compensation deferred under an eligible deferred compensation plan of atax-exempt or
State and local governmental employer (a“section 457 plan”) is not includible in grossincome
until paid or made available. In general, the maximum permitted annual deferral under such aplan
isthe lesser of (1) $8,000 (in 1999) or (2) 33-1/3 percent of compensation. The $8,000 limit is
increased for inflation in $500 increments.

Reasonsfor Change

The present-law rulesthat limit contributions to defined contribution plans by a percentage
of compensation reduce the amount that non-highly paid workers can save for retirement. The
present-law limits may not allow such workers to accumul ate adequate retirement benefits,
particularly if adefined contribution plan is the only type of retirement plan maintained by the
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employer.

Conforming the contribution limits for tax-sheltered annuities to the limits applicable to
retirement plans will smplify the administration of the pension laws, and provide more equitable
treatment for participantsin similar types of plans.

Explanation of Provision

Increase in defined contribution plan limit

The provision increases the 25 percent of compensation limitation on annual additions
under a defined contribution plan to 100 percent.

Conforming limits on tax-shdlter ed annuities

The provision repeal s the exclusion allowance applicable to contributions to tax-sheltered
annuities. Thus, such annuities are subject to the limits applicable to tax-qualified plans.

Section 457 plans

The provision increases the 33-1/3 percent of compensation limitation on deferrals under a
section 457 plan to 100 percent of compensation.

Effective Date

The provision is effective for years beginning after December 31, 2000.

3. Clarification of tax treatment of division of section 457 plan benefits upon divor ce (sec.
323 of the bill and secs. 414(p) and 457 of the Code)

Present L aw

Under present law, benefits provided under a qualified retirement plan for a participant
may not be assigned or alienated to creditors of the participant, except in very limited
circumstances. One exception to the prohibition on assignment or aienation ruleis a qualified
domestic relations order (“QDRO”). A QDRO isadomestic relations order that creates or
recognizes aright of an aternate payee to any plan benefit payable with respect to a participant,
and that meets certain procedura requirements.

Under present law, amounts distributed from a qualified plan generally are taxable to the
participant in the year of distribution. However, if amounts are distributed to the spouse (or former
spouse) of the participant by reason of a QDRO, the benefits are taxable to the spouse (or former
spouse). Amounts distributed pursuant to a QDRO to an alternate payee other than the spouse (or
former spouse) are taxable to the plan participant.
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Section 457 of the Internal Revenue Code provides rules for deferral of compensation by
an individual participating in an eligible deferred compensation plan (“section 457 plan”) of atax-
exempt or State and local government employer. The QDRO rules do not apply to section 457
plans.

Reasonsfor Change

The Committee believes that the rules regarding qualified domestic relations orders should
apply to al types of employer-sponsored retirement plans.

Explanation of Provision

The provision applies the taxation rules for qualified plan distributions pursuant to a
QDRO to distributions made pursuant to a domestic relations order from a section 457 plan. In
addition, a section 457 plan is not treated as violating the restrictions on distributions from such
plans due to payments to an alternate payee under a QDRO.

Effective Date

The provision is effective for transfers, distributions and payments made after December
31, 2000.

4. Modification of safe harbor rdief for hardship withdrawals from 401(k) plans (sec. 324 of
the bill)

Present L aw

Elective deferrals under a qualified cash or deferred arrangement (a “ section 401(k) plan™)
may not be distributable prior to the occurrence of one or more specified events. One event upon
which distribution is permitted is the financial hardship of the employee. Applicable Treasury
regulations® provide that a distribution is made on account of hardship only if the distribution is
made on account of an immediate and heavy financial need of the employee and is necessary to
satisfy the heavy need.

The Treasury regulations provide a safe harbor under which a distribution may be deemed
necessary to satisfy an immediate and heavy financial need. One requirement of this safe harbor is
that the employee be prohibited from making e ective contributions and employee contributions to
the plan and all other plans maintained by the employer for at least 12 months after receipt of the
hardship distribution.

2 Treas. Reg. sec. 1.401(k)-1.
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Reasonsfor Change

Although the Committee believes that it is appropriate to restrict the circumstancesin
which an in-service distribution from a401(k) plan is permitted and to encourage participants to
take such distributions only when necessary to satisfy an immediate and heavy financial need, the
Committee is concerned about the impact that a 12-month suspension of contributions may have on
the retirement savings of a participant who experiences a hardship. The Committee believes that
the combination of a 6-month contribution suspension and the other elements of the regulatory safe
harbor will provide an adequate incentive for a participant to seek sources of funds other than his
or her 401(k) plan account balance in order to satisfy financial hardships.

Explanation of Provision

The Secretary of the Treasury is directed to revise the applicable regulations to reduce
from 12 months to 6 months the period during which an employee must be prohibited from making
elective contributions and employee contributions in order for a distribution to be deemed
necessary to satisfy an immediate and heavy financial need.

Effective Date

The provision is effective for years beginning after December 31, 2000.

5. Faster vesting of employer matching contributions (sec. 325 of the bill and sec. 411 of the
Code)

Present L aw

Under present law, aplanis not aqualified plan unless a participant’ s employer-provided
benefit vests at least as rapidly as under one of two alternative minimum vesting schedules. A plan
satisfies the first schedule if a participant acquires a nonforfeitable right to 100 percent of the
participant’ s accrued benefit derived from employer contributions upon the completion of 5 years
of service. A plan satisfies the second schedule if a participant has a nonforfeitable right to at least
20 percent of the participant’s accrued benefit derived from employer contributions after 3 years
of service, 40 percent after 4 years of service, 60 percent after 5 years of service, 80 percent after
6 years of service, and 100 percent after 7 years of service.®

Reasonsfor Change

The Committee understands that many employees, particularly lower- and middle-income
employees, do not take full advantage of the retirement savings opportunities provided by their

% The minimum vesting requirements are also contained in Title | of the Employee
Retirement Income Security Act of 1974, as amended (“ERISA”).
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employer’ s section 401(k) plan. The Committee believes that providing faster vesting for
matching contributions will make section 401(k) plans more attractive for employees, particularly
lower- and middle-income employees, and will encourage employees to save more for their own
retirement. In addition, faster vesting for matching contributions will enable short-service
employees to accumulate greater retirement savings.

Explanation of Provision

The provision applies faster vesting schedules to employer matching contributions. Under
the provision, employer matching contributions have to vest at least as rapidly as under one of the
following two alternative minimum vesting schedules. A plan satisfies the first schedule if a
participant acquires a nonforfeitable right to 100 percent of employer matching contributions upon
the completion of 3 yearsof service. A plan satisfies the second schedule if a participant has a
nonforfeitable right to 20 percent of employer matching contributions for each year of service
beginning with the participant’s second year of service and ending with 100 percent after 6 years
of service.

Effective Date

The provision is effective for plan years beginning after December 31, 2000, with a
delayed effective date for plans maintained pursuant to a collective bargaining agreement. The
provision does not apply to any employee until the employee has an hour of service after the
effective date. 1n applying the new vesting schedule, service before the effective date is taken into
account.
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D. Increasing Portability for Participants

1. Rolloversof retirement plan and IRA distributions (secs. 331-333 and 339 of the bill and
secs. 401, 402, 403(b), 408, 457, and 3405 of the Code)

Present L aw
In general
Present law permits the rollover of funds from atax-favored retirement plan to another tax-
favored retirement plan. The rules that apply depend on the type of plan involved. Similarly, the
rules regarding the tax treatment of amounts that are not rolled over depend on the type of plan

involved.

Digributions from qualified plans

Under present law, an “dligible rollover distribution” from atax-qualified employer-
sponsored retirement plan may be rolled over tax free to atraditional individual retirement
arrangement (“IRA”)? or another qualified plan.?” An“édligible rollover distribution” means any
distribution to an employee of al or any portion of the balance to the credit of the employeein a
qualified plan, except the term does not include (1) any distribution which is one of a series of
substantially equal periodic payments made (a) for the life (or life expectancy) of the employee or
the joint lives (or joint life expectancies) of the employee and the employee' s designated
beneficiary, or (b) for a specified period of 10 years or more, (2) any distribution to the extent
such distribution is required under the minimum distribution rules, and (3) certain hardship
distributions. The maximum amount that can be rolled over is the amount of the distribution
includibleinincome, i.e., after-tax employee contributions cannot be rolled over. Qualified plans
are not required to accept rollovers.

Distributions from tax-shelter ed annuities

Eligible rollover distributions from a tax-sheltered annuity (“section 403(b) annuity”) may
be rolled over into an IRA or another section 403(b) annuity. Distributions from a section 403(b)
annuity cannot be rolled over into atax-qualified plan. Section 403(b) annuities are not required
to accept rollovers.

|RA digributions

% A “traditional” IRA refersto IRAs other than Roth IRAs or SIMPLE IRAs. Al
referencesto IRAs refers only to traditional IRAS.

27 An dligible rollover distribution may either be rolled over by the distributee within 60
days of the date of the distribution or, as described below, directly rolled over by the distributing
plan.
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Distributions from atraditional IRA, other than minimum required distributions, can be
rolled over into another IRA. In genera, distributions from an IRA cannot be rolled over into a
qualified plan or section 403(b) annuity. An exception to this rule appliesin the case of so-called
“conduit IRAS.” Under the conduit IRA rule, anounts can be rolled from a qualified plan into an
IRA and then subsequently rolled back to another qualified plan if the amountsin the IRA are
attributable solely to rollovers from a qualified plan. Similarly, an amount may be rolled over
from a section 403(b) annuity to an IRA and subsequently rolled back into a section 403(b) annuity
if the amountsin the IRA are attributable solely to rollovers from a section 403(b) annuity.

Digtributions from section 457 plans

A “section 457 plan” is an eligible deferred compensation plan of a State or local
government or tax-exempt employer that meets certain requirements. In some cases, different rules
apply under section 457 to governmental plans and plans of tax-exempt employers. For example,
governmenta section 457 plans are like qualified plans in that plan assets are required to be held
in atrust for the exclusive benefit of plan participants and beneficiaries. In contrast, benefits under
a section 457 plan of atax-exempt employer are unfunded, like nonqualified deferred
compensation plans of private employers.

Section 457 benefits can be transferred to another section 457 plan. Distributions from a
section 457 plan cannot be rolled over to another section 457 plan, aqualified plan, a section
403(b) annuity, or an IRA.

Rollovers by surviving spouses

A surviving spouse that receives an eligible rollover distribution may roll over the
distribution into an IRA, but not a qualified plan or section 403(b) annuity.

Direct rollovers and withholding requir ements

Qualified plans and section 403(b) annuities are required to provide that a plan participant
has the right to elect that an eligible rollover distribution be directly rolled over to another eigible
retirement plan. If the plan participant does not elect the direct rollover option, then withholding
isrequired on the distribution at a 20-percent rate.

Notice of eligiblerollover distribution

The plan administrator of a qualified plan or a section 403(b) annuity is required to
provide a written explanation of rollover rules to individuals who receive adistribution eligible
for rollover. In general, the notice is to be provided within a reasonable period of time before
making the distribution and is to include an explanation of (1) the provisions under which the
individual may have the distribution directly rolled over to another eligible retirement plan, (2) the
provision that requires withholding if the distribution is not directly rolled over, (3) the provision
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under which the distribution may be rolled over within 60 days of receipt, and (4) if applicable,
certain other rules that may apply to the distribution. The Treasury Department has provided more
specific guidance regarding timing and content of the notice.

Taxation of distributions

Asisthe case with the rollover rules, different rules regarding taxation of benefits apply to
different types of tax-favored arrangements. In general, distributions from a qualified plan, section
403(b) annuity, or IRA are includible in income in the year received. In certain cases,
distributions from qualified plans are eligible for capital gains treatment and averaging. These
rules do not apply to distributions from another type of plan. Distributions from a qualified plan,
IRA, and section 403(b) annuity generally are subject to an additional 10-percent early withdrawal
tax if made before age 59-1/2. There are anumber of exceptions to the early withdrawal tax.
Some of the exceptions apply to al three types of plans, and others apply only to certain types of
plans. For example, the 10-percent early withdrawal tax does not apply to IRA distributions for
educational expenses, but does apply to similar distributions from qualified plans and section
403(b) annuities. Benefits under a section 457 plan are generally includible in income when paid
or made available. The 10-percent early withdrawal tax does not apply to section 457 plans.

Reasonsfor Change

Present law encourages individuals who receive distributions from qualified plans and
similar arrangements to save those distributions for retirement by facilitating tax-free rolloversto
an IRA or ancther quaified plan. The Committee believes that expanding the rollover options for
individuals in employer-sponsored retirement plans and owners of IRAswill provide further
incentives for individuals to continue to accumulate funds for retirement. The Committee believes
it appropriate to extend the same rollover rules to governmenta section 457 plans; like qualified
plans, such plans are required to hold plan assetsin trust for employees.

Explanation of Provision

In general

The provision provides that eligible rollover distributions from qualified retirement plans,
section 403(b) annuities, and governmental section 457 plans generally could be rolled over to any
of such plans or arrangements.?® Similarly, distributions from an IRA generally may be rolled over
into a qualified plan, section 403(b) annuity, or governmental section 457 plan. The direct
rollover and withholding rules are extended to distributions from a governmental section 457 plan,
and such plans are required to provide the written notification regarding eligible rollover
distributions. The rollover notice (with respect to all plans) is required to include a description of
the provisions under which distributions from the plan to which the distribution is rolled over may

2 Hardship distributions from governmental section 457 plans would be considered
eligible rollover distributions.
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be subject to restrictions and tax consequences different than those applicable to distributions from
the distributing plan. Qualified plans, section 403(b) annuities, and section 457 plans are not
required to accept rollovers.

Some specia rules apply in certain cases. A distribution from a qualified plan is not
eligible for capital gains or averaging treatment if there was a rollover to the plan that would not
have been permitted under present law. Thus, in order to preserve capital gains and averaging
treatment for a qualified plan distribution that isrolled over, the rollover has to be madeto a
“conduit IRA” as under present law, and then rolled back into aqualified plan. Amounts
distributed from a section 457 plan are subject to the early withdrawal tax to the extent the
distribution consists of amounts attributable to rollovers from another type of plan. Section 457
plans are required to separately account for such amounts.

The provision also provides that benefits in governmental section 457 plans are includible
in income when paid.

Rollover of after-tax contributions

The provision provides that employee after-tax contributions may be rolled over into
another qualified plan or atraditional IRA. In the case of arollover from aqualified plan to
another qualified plan, the rollover may be accomplished only through a direct rollover. In
addition, aqualified plan may not accept rollovers of after-tax contributions unless the plan
provides separate accounting for such contributions (and earnings thereon). After-tax
contributions (including nondeductible contributions to an IRA) may not be rolled over from an
IRA into a qualified plan, tax-sheltered annuity, or section 457 plan.

In the case of adistribution from atraditional IRA that isrolled over into an eigible

rollover plan that isnot an IRA, the distribution is attributed first to amounts other than after-tax
contributions.

Expansion of spousal rollovers

The provision provides that surviving spouses may roll over distributions to a qualified
plan, section 403(b) annuity, or governmental section 457 plan in which the spouse participates.

Treasury regulations

The Secretary is directed to prescribe rules necessary to carry out the provisions. Such
rules may include, for example, reporting requirements and mechanisms to address mistakes
relating to rollovers. It isanticipated that the IRS will develop forms to assist individuals who
roll over after-tax contributions to an IRA in keeping track of such contributions. Such forms
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could, for example, expand Form 8606 - Nondeductible IRAS, to include information regarding
after-tax contributions.

Effective Date

The provision is effective for distributions made after December 31, 2000.
2. Waiver of 60-day rule (sec. 334 of the bill and secs. 402 and 408 of the Code)
Present L aw
Under present law, amounts received from an IRA or qualified plan may be rolled over tax
freeif therollover is made within 60 days of the date of the distribution. The Secretary does not

have the authority to waive the 60-day requirement.

Reasonsfor Change

The inability of the Secretary to waive the 60-day rollover period can result in adverse tax
consequences for individuals. The Committee believes such harsh results are inappropriate and
that providing for waivers of the rule will help facilitate rollovers.

Explanation of Provision

The provision provides that the Secretary may waive the 60-day rollover period if the
failure to waive such requirement would be against equity or good conscience, including cases of
casualty, disaster, or other events beyond the reasonable control of the individual subject to such
requirement.

Effective Date

The provision appliesto distributions made after December 31, 2000.
3. Treatment of formsof distribution (sec. 335 of the bill and sec. 411(d)(6) of the Code)
Present L aw

An amendment of a qualified retirement plan may not decrease the accrued benefit of a plan
participant. An amendment istreated as reducing an accrued benefit if, with respect to benefits
accrued before the amendment is adopted, the amendment has the effect of either (1) eliminating or
reducing an early retirement benefit or a retirement-type subsidy, or (2) except as provided by
Treasury regulations, eliminating an optional form of benefit (sec. 411(d)(6)).%®

2 A similar provisioniscontained in Title | of ERISA.
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The prohibition against the elimination of an optional form of benefit appliesto plan
mergers, spinoffs, transfers, and transactions amending or having the effect of amending aplan or
plansto transfer plan benefits. For example, if Plan A, a profit-sharing plan that provides for
distribution of benefitsin annual installments over ten or twenty years, is merged with Plan B, a
profit-sharing plan that provides for distribution of benefitsin annual installments over life
expectancy at the time of retirement, the merged plan must preserve the ten- or twenty-year
installment option with respect to benefits accrued under Plan A as of the date of the merger and
the installments over life expectancy with respect to benefits accrued under Plan B as of the date of
the merger. Similarly, for example, if a participant’s benefit under a defined contribution plan is
transferred to another defined contribution plan maintained by the same or a different employer, the
optional forms of benefit available with respect to the participant’s accrued benefit under the
transferor plan must be preserved.®

Reasons for Change

The Committee understands that the application of the prohibition against the elimination of
any optional form of benefit to plan mergers and transfers with respect to defined contribution
plans frequently results in complexity and confusion, especialy in the context of business
acquisitions and similar transactions. 1n addition, the Committee understands that a defined
contribution plan participant who is entitled to receive a single sum distribution generally may roll
over such adistribution to an IRA and control the manner of distribution from the IRA.

Explanation of Provision

A defined contribution plan to which benefits are transferred is not treated as reducing a
participant’s or beneficiary’ s accrued benefit even though it does not provide al of the forms of
distribution previously available under the transferor plan if (1) the plan receives from another
defined contribution plan a direct transfer of the participant’s or beneficiary’ s benefit accrued
under the transferor plan, or the plan results from a merger or other transaction that has the effect of
adirect transfer (including consolidations of benefits attributable to different employers within a
multiple employer plan), (2) the terms of both the transferor plan and the transferee plan authorize
the transfer, (3) the transfer occurs pursuant to a voluntary election by the participant or
beneficiary that is made after the participant or beneficiary received a notice describing the
consequences of making the election, (4) if the transferor plan provides for an annuity asthe
normal form of distribution in accordance with the joint and survivor annuity rules (sec. 417), the
participant’ s spouse (if any) consents to the transfer in a manner similar to the consent required by
section 417, and (5) the transferee plan allows the participant or beneficiary to receive
distribution of his or her benefit under the transferee plan in the form of asingle sum distribution.

In addition, except to the extent provided by the Secretary of the Treasury in regulations, a
defined contribution plan is not treated as reducing a participant’s accrued benefit if (1) aplan
amendment eliminates a form of distribution previoudly available under the plan, (2) asingle sum

% Treas. Reg. sec. 1.411(d)-4, Q& A-2(a)(3)(i).
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distribution is available to the participant at the same time or times as the form of distribution
eliminated by the amendment, and (3) the single sum distribution is based on the same or greater
portion of the participant’s accrued benefit as the form of distribution eliminated by the
amendment.

The Secretary is directed to issue, not later than December 31, 2001, final regulations
under section 411(d)(6) implementing the provision.

Furthermore, the provision authorizes the Secretary of the Treasury to provide by
regulations that the prohibitions against eliminating or reducing an early retirement benefit, a
retirement-type subsidy, or an optional form of benefit not apply to plan amendments that do not
adversely affect the rights of participants in a material manner but that do eliminate or reduce early
retirement benefits, retirement-type subsidies, and optional forms of benefit that create significant
burdens and complexities for a plan and its participants.

It isintended that the factors to be considered in determining whether an amendment has a
materially adverse effect on a participant would include (1) all of the participant’s early
retirement benefits, retirement-type subsidies, and optional forms of benefits that are reduced or
eliminated by the amendment, (2) the extent to which early retirement benefits, retirement-type
subsidies, and optional forms of benefit in effect with respect to a participant after the amendment
effective date provide rights that are comparable to the rights that are reduced or eliminated by the
plan amendment, (3) the number of years before the participant attains normal retirement age under
the plan (or early retirement age, as applicable), (4) the size of the participant’ s benefit that is
affected by the plan amendment, in relation to the amount of the participant’s compensation, and
(5) the number of years before the plan amendment is effective.

Effective Date

The provision is effective for years beginning after December 31, 2000.

4. Rationalization of restrictionson distributions (sec. 336 of the bill and secs. 401(k), 403(b),
and 457 of the Code)

Present L aw
Elective deferrals under a qualified cash or deferred arrangement (“section 401(k) plan”),
tax-sheltered annuity (“section 403(b) annuity”), or an eligible deferred compensation plan of a
tax-exempt organization or State or local government (“section 457 plan”), may not be
distributable prior to the occurrence of one or more specified events. These permissible
distributable events include “ separation from service.”

A separation from service occurs only upon a participant’ s death, retirement, resignation or
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discharge, and not when the employee continues on the same job for a different employer asa
result of the liquidation, merger, consolidation or other similar corporate transaction. A severance
from employment occurs when a participant ceases to be employed by the employer that maintains
the plan. Under a so-called “same desk rule,” a participant’ s severance from employment does not
necessarily result in a separation from service.®

In addition to separation from service and other events, a section 401(k) plan that is
maintained by a corporation may permit distributions to certain employees who experience a
severance from employment with the corporation that maintains the plan but does not experience a
separation from service because the employee continues on the same job for a different employer
as aresult of a corporate transaction. |If the corporation disposes of substantially all of the assets
used by the corporation in atrade or business, a distributable event occurs with respect to the
accounts of the employees who continue employment with the corporation that acquires the assets.
If the corporation disposes of itsinterest in a subsidiary, a distributable event occurs with respect
to the accounts of the employees who continue employment with the subsidiary.

Reasonsfor Change

The Committee believes that application of the “same desk” rule is inappropriate because
it hinders portability of retirement benefits, creates confusion for employees, and resultsin
significant administrative burdens for employers that engage in business acquisition transactions.

Explanation of Provision

The provision modifies the distribution restrictions applicable to section 401(k) plans,
section 403(b) annuities, and section 457 plans to provide that distribution may occur upon
severance from employment rather than separation from service. In addition, the provisions for
distribution from a section 401(k) plan based upon a corporation’ s disposition of its assets or a
subsidiary are repealed; this special ruleis no longer necessary under the provision.

Effective Date

The provision is effective for distributions after December 31, 2000. Thus, for example,
the provision would apply to a distribution after the effective date without regard to whether the
severance from employment upon which the distribution is based occurs before or after the
effective date.

5. Purchase of service credit under governmental pension plans (sec. 337 of the bill and secs.
403(b) and 457 of the Code)

Present Law

¥ Rev. Rul. 79-336, 1979-2 C.B. 187.
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A qualified retirement plan maintained by a State or local government employer may
provide that a participant may make after-tax employee contributions in order to purchase
permissive service credit, subject to certain limits (sec. 415). Permissive service credit means
credit for aperiod of service recognized by the governmental plan only if the employee voluntarily
contributes to the plan an amount (as determined by the plan) that does not exceed the amount
necessary to fund the benefit attributable to the period of service and that isin addition to the
regular employee contributions, if any, under the plan.

In the case of any repayment of contributions and earnings to a governmenta plan with
respect to an amount previously refunded upon aforfeiture of service credit under the plan (or
another plan maintained by a State or local government employer within the same State), any such
repayment is not taken into account for purposes of the section 415 limits on contributions and
benefits. Also, service credit obtained as aresult of such arepayment is not considered
permissive service credit for purposes of the section 415 limits.

A participant may not use arollover or direct transfer of benefits from a tax-sheltered
annuity (“section 403(b) annuity”) or an eligible deferred compensation plan of atax-exempt
organization of a State or local government (* section 457 plan™) to purchase permissive service
credits or repay contributions and earnings with respect to aforfeiture of service credit.

Reasonsfor Change

The Committee understands that many employees work for multiple State or local
government employers during their careers. The Committee believes that allowing such
employees to use their section 403(b) annuity and section 457 plan accounts to purchase
permissive service credits or make repayments with respect to forfeitures of service credit will
result in more significant retirement benefits for employees who would not otherwise be able to
afford such credits or repayments.

Explanation of Provision

A participant in a State or local governmental plan is not required to include in gross
income a direct trustee-to-trustee transfer to a governmental defined benefit plan from a section
403(b) annuity or a section 457 plan if the transferred amount is used (1) to purchase permissive
service credits under the plan, or (2) to repay contributions and earnings with respect to an amount
previously refunded under aforfeiture of service credit under the plan (or another plan maintained
by a State or local government employer within the same State).

Effective Date

The provision is effective for transfers after December 31, 2000.

6. Employers may disregard rolloversfor purposes of cash-out rules (sec. 338 of the bill and
sec. 411(a)(11) of the Code)
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Present Law

If aqualified retirement plan participant ceases to be employed by the employer that
maintains the plan, the plan may distribute the participant’ s nonforfeitable accrued benefit without
the consent of the participant and, if applicable, the participant’s spouse, if the present value of the
benefit does not exceed $5,000. If such an involuntary distribution occurs and the participant
subsequently returns to employment covered by the plan, then service taken into account in
computing benefits payable under the plan after the return need not include service with respect to
which a benefit was involuntarily distributed unless the employee repays the benefit.*2

Generdly, aparticipant may roll over an involuntary distribution from a qualified plan to
an IRA or to another qudified plan.®

Reasons for Change

The present-law cash-out rule reflects a balancing of various policies. Ontheone hand is
the desire to assist individuals to save for retirement by making it easier to keep retirement funds
in tax-favored vehicles. On the other hand is the recognition that keeping track of small account
balances of former employees creates administrative burdens for plans.

The Committee is concerned that, in some cases, the cash-out rule may discourage plans
from accepting rollovers because the rollover will increase participants benefits to above the
cash-out amount, and increase administrative burdens. The Committee believes that disregarding
rollovers for purposes of the cash-out rule will further the intent of the cash-out rule by removing a
possible disincentive for plansto accept rollovers.

Explanation of Provision

A plan is permitted to provide that the present value of a participant’s nonforfeitable
accrued benefit is determined without regard to the portion of such benefit that is attributable to
rollover contributions (and any earnings allocabl e thereto).

Effective Date

The provision is effective for distributions after December 31, 2000.

% A similar provisioniscontained in Title | of ERISA.

33 Other provisions of the hill expand the kinds of plans to which benefits may be rolled
over.
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E. Strengthening Pension Security And Enfor cement

1. Phasein repeal of 150 percent of current liability funding limit; deduction for
contributionsto fund termination liability (secs. 341 of the bill and secs. 404(a)(1), 412(c)(7),
and 4972(c) of the Code)

Present Law

Under present law, defined benefit pension plans are subject to minimum funding
requirements designed to ensure that pension plans have sufficient assets to pay benefits. A
defined benefit pension plan is funded using one of a number of acceptable actuarial cost methods.

No contribution is required under the minimum funding rulesin excess of the full funding
limit. Thefull funding limit is generally defined as the excess, if any, of (1) the lesser of (a) the
accrued liability under the plan (including normal cost) or (b) 155 percent of the plan’s current
liability, over (2) the value of the plan’s assets (sec. 412(c)(7)).>* Ingenera, current liability is
al liabilities to plan participants and beneficiaries accrued to date, whereas the accrued liability
full funding limit is based on projected benefits. The current liability full funding limit is
scheduled to increase as follows: 160 percent for plan years beginning in 2001 or 2002, 165
percent for plan years beginning in 2003 and 2004, and 170 percent for plan years beginning in
2005 and thereafter.® Inno event isaplan’s full funding limit less than 90 percent of the plan’s
current liability over the value of the plan’s assets.

An employer sponsoring a defined benefit pension plan generally may deduct amounts
contributed to satisfy the minimum funding standard for the plan year. Contributionsin excess of
the full funding limit generally are not deductible. Under a special rule, an employer that sponsors
adefined benefit pension plan (other than a multiemployer plan) which has more than 100
participants for the plan year may deduct amounts contributed of up to 100 percent of the plan’s
unfunded current liability.

Reasonsfor Change

The Committee is concerned that the current liability full funding limit may result in
inadequate funding of pension plans and thus jeopardize pension security. Also, the Committee
believes that the specia deduction rule should be expanded to give more plan sponsors incentives
to adequately fund their plans.

34 The minimum funding requirements, including the full funding limit, are also contained
intitle! of ERISA.

% Asoriginaly enacted in the Pension Protection Act of 1997, the current liability full
funding limit was 150 percent of current liability. The Taxpayer Relief Act of 1997 increased the
current liability full funding limit to 155 percent in 1999 and 2000, and adopted the scheduled
increases described in the text.
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Explanation of Provision

Current liability full funding limit

The provision gradually increases and then repeal s the current liability full funding limit.
The current liability full funding limit is 160 percent of current liability for plan years beginning in
2001, 165 percent for plan years beginning in 2002, and 170 percent for plan years beginning in
2003. The current liability full funding limit is repealed for plan years beginning in 2004 and
thereafter.

Deduction for contributionsto fund ter mination liability

The specia rule allowing a deduction for unfunded current liability generally is extended
to al defined benefit pension plans, i.e., the provision applies to multiemployer plans and plans
with 100 or fewer participants. The special rule does not apply to plans not covered by the PBGC
termination insurance program. %

The provision also modifies the rule by providing that the deduction is for up to 100
percent of unfunded termination liability, determined as if the plan terminated at the end of the plan
year. Inthe case of aplan with less than 100 participants for the plan year, termination liability
does not include the liability attributable to benefit increases for highly compensated employees
resulting from a plan amendment which was made or became effective, whichever islater, within
the last two years.

Effective Date

The provision is effective for years beginning after December 31, 2000.

2. Extension of PBGC missing participants program (sec. 342 of the bill and secs. 206(f) and
4050 of ERISA)

Present Law

The plan administrator of a defined benefit pension plan that is subject to Title IV of
ERISA, is maintained by a single employer, and terminates under a standard termination is
required to distribute the assets of the plan. With respect to a participant whom the plan
administrator cannot locate after adiligent search, the plan administrator satisfies the distribution
requirement only by purchasing irrevocable commitments from an insurer to provide al benefit
liabilities under the plan or transferring the participant’ s designated benefit to the Pension Benefit
Guaranty Corporation (“PBGC”), which holds the benefit of the missing participant as trustee until

% The PBGC termination insurance program does not cover plans of professiona service
employers that have fewer than 25 participants.
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the PBGC |ocates the missing participant and distributes the benefit.

The PBGC missing participant program is not available to multiemployer plans or defined
contribution plans and other plans not covered by Title 1V of ERISA.

Reasons for Change

The Committee recognizes that no statutory provision or formal regulatory guidance exists
concerning an appropriate method of handling missing participants in terminated multiemployer
plans. Therefore, sponsors of these plans face uncertainty with respect to missing participants.
The Committee believes that it is appropriate to extend the established PBGC missing participant
program to these plans in order to reduce uncertainty for plan sponsors and increase the likelihood
that missing participants will receive their retirement benefits.

Explanation of Provision

The PBGC is directed to prescribe for terminating multiemployer plans rules similar to the
present-law missing participant rules applicable to terminating single employer plans that are
subject to Title IV of ERISA.

Effective Date

The provision is effective for distributions from terminating plans that occur after the
PBGC adopts fina regulations implementing the provision.

3. Excisetax relief for sound pension funding (sec. 343 of the bill and sec. 4972 of the Code)
Present L aw

Under present law, defined benefit pension plans are subject to minimum funding
requirements designed to ensure that pension plans have sufficient assets to pay benefits. A
defined benefit pension plan is funded using one of a number of acceptable actuarial cost methods.

No contribution is required under the minimum funding rulesin excess of the full funding
limit. Thefull funding limit is generally defined as the excess, if any, of (1) the lesser of (a) the
accrued liability under the plan (including normal cost) or (b) 155 percent of the plan’s current
liability, over (2) the value of the plan’s assets (sec. 412(c)(7)). In general, current liability isall
liabilities to plan participants and beneficiaries accrued to date, whereas the accrued liability full
funding limit is based on projected benefits. The current liability full funding limit is scheduled to
increase as follows. 160 percent for plan years beginning in 2001 or 2002, 165 percent for plan
years beginning in 2003 and 2004, and 170 percent for plan years beginning in 2005 and
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thereafter.®” In no event isaplan’sfull funding limit less than 90 percent of the plan’s current
liability over the value of the plan’s assets.

An employer sponsoring a defined benefit pension plan generally may deduct amounts
contributed to satisfy the minimum funding standard for the plan year. Contributionsin excess of
the full funding limit generally are not deductible. Under a special rule, an employer that sponsors
adefined benefit pension plan (other than a multiemployer plan) which has more than 100
participants for the plan year may deduct amounts contributed of up to 100 percent of the plan’s
unfunded current liability.

Present law also provides that contributions to defined contribution plans are deductible,
subject to certain limitations.

Subject to certain exceptions, an employer that makes nondeductible contributions to a plan
is subject to an excise tax equal to 10 percent of the amount of the nondeductible contributions for
theyear. The 10-percent excise tax does not apply to contributions to certain terminating defined
benefit plans. The 10-percent excise tax aso does not apply to contributions of up to 6 percent of
compensation to a defined contribution plan for employer matching and employee elective
deferrals.

Reasonsfor Change

The Committee believes that employers should be encouraged to adequately fund their
pension plans. Therefore, the Committee does not believe that an excise tax should be imposed on
employer contributions that do not exceed the accrued liability full funding limit.

Explanation of Provision

In determining the amount of nondeductible contributions, the employer may elect not to
take into account contributions to a defined benefit pension plan except to the extent they exceed
the accrued liability full funding limit. Thus, if an employer elects, contributions in excess of the
current liability full funding limit are not subject to the excise tax on nondeductible contributions.
An employer making such an election for ayear may not take advantage of the present-law
exceptions for certain terminating plans and certain contributions to defined contribution plans.

Effective Date

The provision is effective for years beginning after December 31, 2000.

37 Asoriginaly enacted in the Pension Protection Act of 1997, the current liability full
funding limit was 150 percent of current liability. The Taxpayer Relief Act of 1997 increased the
current liability full funding limit to 155 percent in 1999 and 2000, and adopted the scheduled
increases described in the text.

-62-



4. Notice of significant reduction in plan benefit accruals (sec. 344 of the bill, new sec. 4980F
of the Code, and sec. 204(h) of ERISA)

Present L aw

Section 204(h) of Title| of ERISA provides that a defined benefit pension plan or a money
purchase pension plan may not be amended so as to provide for asignificant reduction in the rate
of future benefit accrual, unless, after adoption of the plan amendment and not less than 15 days
before the effective date of the plan amendment, the plan administrator provides a written notice
(“section 204(h) notice”), setting forth the plan amendment (or a summary of the amendment
written in amanner calculated to be understood by the average plan participant) and its effective
date. The plan administrator must provide the section 204(h) notice to each plan participant, each
alternate payee under an applicable qualified domestic relations order (“QDRQO”), and each
employee organization representing participants in the plan. The applicable Treasury regulations®
provide, however, that a plan administrator need not provide the section 204(h) notice to any
participant or alternate payee whose rate of future benefit accrual is reasonably expected not to be
reduced by the amendment, nor to an employee organization that does not represent a participant to
whom the section 204(h) notice must be provided. In addition, the regulations provide that the rate
of future benefit accrua is determined without regard to optional forms of benefit, early retirement
benefits, retirement-type subsidiaries, ancillary benefits, and certain other rights and features.

A covered amendment generally will not become effective with respect to any participants
and alternate payees whose rate of future benefit accrual is reasonably expected to be reduced by
the amendment but who do not receive a section 204(h) notice. An amendment will become
effective with respect to all participants and alternate payees to whom the section 204(h) notice
was required to be provided if the plan administrator (1) has made a good faith effort to comply
with the section 204(h) notice requirements, (2) has provided a section 204(h) notice to each
employee organization that represents any participant to whom a section 204(h) notice was
required to be provided, (3) has failed to provide a section 204(h) notice to no more than a de
minimis percentage of participants and aternate payees to whom a section 204(h) notice was
required to be provided, and (4) promptly upon discovering the oversight, provides a section
204(h) notice to each omitted participant and aternate payee.

The Interna Revenue Code does not require any notice concerning a plan amendment that
provides for asignificant reduction in the rate of future benefit accrual.

Reasons for Change

The Committee is aware of recent significant publicity concerning conversions of
traditional defined benefit pension plans to “cash balance” plans, with particular focus on the
impact such conversions have on affected workers. Legidation has been introduced to address

% Treas. Reg. sec. 1.411(d)-6.
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some of the issues relating to such conversions.®

The Committee believes that employees are entitled to meaningful disclosure concerning
plan amendments that may result in reductions of future benefit accruals. The Committee has
determined that present law does not require employers to provide such disclosure, particularly in
cases where traditional defined benefit plans are converted to cash balance plans. The Committee
also believes that any disclosure requirements applicable to plan amendments should strike a
bal ance between providing meaningful disclosure and avoiding the imposition of unnecessary
administrative burdens on employers, and that this balance should include the regulatory process
with an opportunity for input from affected parties.

Explanation of Provision

The provision adds to the Interna Revenue Code a requirement that the plan administrator
of adefined benefit pension plan furnish awritten notice concerning a plan amendment that
provides for a significant reduction in the rate of future benefit accrual, including any elimination
or reduction of an early retirement benefit or retirement-type subsidy.* The notice must describe
the plan amendment and its effective date and provide sufficient information (as defined in
Treasury regulations) to allow participants to understand how the amendment generally will affect
different classes of employees. The plan administrator is required to provide the notice not less
than 30 days before the effective date of the plan amendment.

The plan administrator must provide this generalized notice to each participant and
alternate payee to whom the amendment applies, and to each employee organization representing
such individuals. The plan administrator is not required to provide this notice to any participant
who has less than 1 year of participation in the plan or who is entitled to receive the greater of the
participant’ s accrued benefit under the amended plan formula or under the formula as in effect
immediately prior to the amendment effective date.

If the amendment provides for a significant change in the manner in which accrued benefits
are determined under the plan, or requires an affected participant or affected aternate payee to

3 Seg, e0., S. 659, introduced by Senator Moynihan on March 18, 1999 (with companion
legidation, H.R. 1176 introduced by Congressman Weller, along with Congressmen Bentsen and
Ney), and section 407 of H.R. 1102 introduced by Congressman Portman and Congressman Cardin
on March 11, 1999. Also, seethe Administration’s conceptual proposal released by Congressman
Matsui (together with Congressman Gejdenson) on July 8, 1999, and the Administration on July
13, 1999.

40 The provision also modifies the present-law notice requirement contained in section
204(h) of Title | of ERISA to provide that an applicable pension plan may not be amended to
provide for asignificant reduction in the rate of future benefit accrua unless the plan administrator
complies with a notice requirement similar to the notice requirement that the provision adds to the
Internal Revenue Code.
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choose between 2 or more benefit formulas, the plan administrator is required to provide an
additional notice to each affected participant and affected alternate payee within 6 months after the
effective date of the amendment. For purposes of the provision, an affected participant or aternate
payee generaly is a participant or aternate payee to whom the significant reduction in the rate of
future benefit accrual is reasonably expected to apply. A participant who haslessthan 1 year of
participation in the plan, or who is entitled to receive the greater of the participant’ s accrued
benefit under the amended plan formula or under the formula as in effect immediately prior to the
amendment effective date, is not an affected participant.

An example of an amendment that provides for a significant change in the manner in which
accrued benefits are determined is an amendment that replaces a benefit formulathat defines a
participant’s normal retirement benefit as a percentage of the participant’s final average
compensation with a benefit formula that defines a participant’s normal retirement benefit in terms
of ahypothetical account credited with annual allocations of contributions and interest. Examples
of amendments that do not provide for a significant change in the manner in which accrued benefits
are determined are (1) an amendment that reduces the percentage of average compensation that the
plan provides as an annua benefit commencing at normal retirement age from 60 percent to 50
percent, and (2) an amendment that modifies the definition of compensation used to determine
average compensation by providing for the exclusion of bonuses and overtime.

The plan administrator is required to provide in this additional notice (1) theindividua’s
accrued benefit (and, if the amendment adds the option of an immediate lump sum distribution, the
present value of the accrued benefit) as of the amendment effective date, determined under the
terms of the plan in effect immediately before the effective date, (2) the individual’ s accrued
benefit as of the amendment effective date, determined under the terms of the plan in effect on the
amendment effective date and without regard to any minimum accrued benefit that may not be
decreased by the amendment (sec. 411(d)(6)), and (3) either (@) sufficient information (as defined
in Treasury regulations) for the individual to compute his or her projected accrued benefit or to
acquire information necessary to compute such projected accrued benefit, or (b) a determination of
the individual’ s projected accrued benefit with a disclosure of the assumptions (which must be
reasonable in the aggregate) used by the plan in determining the projected accrued benefit. For
purposes of this additional notice, an individual’s accrued benefit and projected accrued benefit is
computed asif the accrued benefit were in the form of asingle life annuity at normal retirement
age, taking into account any early retirement subsidy.

With respect to the description of the individual’s accrued benefit as of the amendment
effective date, an example of determining such benefit under the terms of the plan in effect on the
amendment effective date and without regard to the sec. 411(d)(6) protected benefit is a situation
in which (1) an amendment replaces a benefit formula that defines a participant’s normal
retirement benefit as a percentage of the participant’ s final average compensation with a benefit
formulathat defines a participant’s normal retirement benefit in terms of a hypothetical account
credited with annual allocations of contributions and interest, (2) the amendment adds the option of
an immediate lump sum distribution, (3) the present value of a participant’s sec. 411(d)(6)
protected benefit is $50,000, and (4) the beginning balance of the participant’s hypothetical
account balance under the terms of the plan in effect on the amendment effective date is $25,000.

-65-



In this example, the required notice would inform the participant that, as of the amendment
effective date, the individua’ s accrued benefit determined under the terms of the plan in effect
immediately before the effective date is $50,000, and the individual’ s accrued benefit determined
under the terms of the plan in effect on the amendment effective date is $25,000.

With respect to a plan amendment that requires an affected participant or affected alternate
payee to choose between 2 or more benefit formulas, the Secretary of the Treasury, after
consultation with the Secretary of Labor, is authorized to require additional information to be
provided in the notices and to require either of the notices to be provided at a different time. The
Committee does not intend this authorization to result in a modification of the present-law
fiduciary requirements under Title | of ERISA.

The provision generally imposes on a plan administrator that fails to comply with the
notice requirement an excise tax equal to $100 per day per omitted participant and alternate payee.
For failures due to reasonable cause and not to willful neglect, the total excise tax imposed during
ataxable year of the employer will not exceed $500,000. Furthermore, in the case of afailure due
to reasonable cause and not to willful neglect, the Secretary of the Treasury is authorized to waive
the excise tax to the extent that the payment of the tax would be excessive relative to the failure
involved. An example of facts and circumstances under which reasonable cause may exist for a
failure to comply with the notice requirement is a plan administrator’ s inability to provide the
required generalized notice concerning a plan amendment if the amendment results from a business
merger or acquisition transaction and the timing of the transaction prevents the plan administrator
from providing the notice at least 30 days prior to the effective date of the amendment.

Effective Date

The provision is effective for plan amendments taking effect on or after the date of
enactment. The period for providing any notice required under the provision will not end before
the last day of the 3-month period following the date of enactment. Prior to the issuance of
Treasury regulations, a plan will be treated as meeting the requirements of the provision if the plan
makes a good faith effort to comply with such requirements. Pending the issuance of regulations,
examples of good faith compliance in which the provision would not require additional employee
communications include: (1) A plan amendment provides that participants may choose to have
their accrued benefits determined under the amended plan formula or under the formula as in effect
immediately prior to the amendment effective date, and the plan administrator provides
participants with comparison information, including clearly stated assumptions, relative to the
amended and prior formulas so that participants are able to make an informed decision; (2) A plan
administrator provides to participants estimates of accrued benefits at various career stages,
determined under the amended plan formula and under the formula asin effect immediately prior to
the amendment effective date, including clearly stated assumptions, and stated as annuities and/or
lump sums (without regard to section 417) as appropriate under the plan provisions; (3) An
employer informs certain employees before they are hired that the employer’ s current plan benefit
formulawill be amended at a specified future date, and these employees participate in the plan
under the formula asin effect immediately prior to the amendment until such specified future date
(good faith compliance would be relevant for these employees only).
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5. Investment of employee contributionsin 401(k) plans (sec. 345 of the bill)
Present L aw

The Employee Retirement Income Security Act of 1974, as amended (“ERISA”) prohibits
certain employee benefit plans from acquiring securities or real property of the employer who
sponsors the plan if, after the acquisition, the fair market value of such securities and property
exceeds 10 percent of the fair market value of plan assets. The 10-percent limitation does not
apply to any “digible individual account plans’ that specifically authorize such investments.
Generally, eligibleindividual account plans are defined contribution plans, including plans
containing a cash or deferred arrangement (“401(k) plans’).

The term “eligible individual account plan” does not include the portion of a plan that
consists of elective deferrals (and earnings on the elective deferrals) made under section 401(k) if
elective deferrals equal to more than 1 percent of any employee's eligible compensation are
required to be invested in employer securities and employer real property. Eligible compensation
is compensation that is eligible to be deferred under the plan. The portion of the plan that consists
of elective deferrals (and earnings thereon) is till treated as an individual account plan, and the
10-percent limitation does not apply, aslong as elective deferrals (and earnings thereon) are not
required to be invested in employer securities or employer real property.

The rule excluding elective deferrals (and earnings thereon) from the definition of
individual account plan does not apply if individual account plans are asmall part of the
employer's retirement plans. In particular, that rule does not apply to an individual account plan for
aplan year if the value of the assets of al individual account plans maintained by the employer do
not exceed 10 percent of the value of the assets of al pension plans maintained by the employer
(determined as of the last day of the preceding plan year). Multiemployer plans are not taken into
account in determining whether the value of the assets of al individual account plans maintained
by the employer exceed 10 percent of the value of the assets of al pension plans maintained by the
employer. The rule excluding el ective deferrals (and earnings thereon) from the definition of
individual account plan does not apply to an employee stock ownership plan as defined in section
4975(e)(7) of the Internal Revenue Code.

The rule excluding elective deferrals (and earnings thereon) from the definition of
individual account plan appliesto elective deferrals for plan years beginning after December 31,
1998 (and earnings thereon). It does not apply with respect to earnings on elective deferrals for
plan years beginning before January 1, 1999.

Reasonsfor Change

The Committee believes that the effective date provided in the Taxpayer Relief Act of
1997 with respect to the rule excluding elective deferrals (and earnings thereon) from the
definition of individual account plan has produced unintended results.
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Explanation of Provision

The provision modifies the effective date of the rule excluding certain elective deferrals
(and earnings thereon) from the definition of individual account plan by providing that the rule
does not apply to any elective deferral used to acquire an interest in the income or gain from
employer securities or employer real property acquired (1) before January 1, 1999, or (2) after
such date pursuant to awritten contract which was binding on such date and at all times thereafter.

Effective Date

The provision is effective as if included in the section of the Taxpayer Relief Act of 1997
that contained the rule excluding certain elective deferrals (and earnings thereon).

6. Modificationsto section 415 limitsfor multiemployer plans (sec. 346 of the bill and sec.
415 of the Code)

Present Law

Under present law, limits apply to contributions and benefits under qualified plans (sec.
415). The limits on contributions and benefits under qualified plans are based on the type of plan.

Under a defined benefit plan, the maximum annual benefit payable at retirement is generally
the lesser of (1) 100 percent of average compensation for the highest three years, or (2) $130,000
(for 1999). Thedollar limit is adjusted for cost-of-living increases in $5,000 increments. The
dollar limit is reduced in the case of retirement before the socia security retirement age and
increases in the case of retirement after the social security retirement age.

A special rule appliesto governmental defined benefit plans. In the case of such plans, the
defined benefit dollar limit is reduced in the case of retirement before age 62 and increased in the
case of retirement after age 65. In addition, thereis afloor on early retirement benefits. Pursuant
to this floor, the minimum benefit payable at age 55 is $75,000.

In the case of adefined contribution plan, the limit on annual is additionsif the lesser of (1)
25 percent of compensation®! or (2) $30,000 (for 1999). In applying the limits on contributions
and benefits, plans of the same employer are aggregated.

Reasons for Change

The Committee understands that, because pension benefits under multiemployer plans are
typically based upon factors other than compensation, the section 415 benefit limits frequently
result in benefit reductions for employeesin industries in which wages vary annually.

41 Another provision increases this limit to 100 percent of compensation.
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Explanation of Provision

Under the provision, the 100 percent of compensation defined benefit plan limit does not
apply to multiemployer plans. In addition, except in applying the defined benefit plan dollar
limitation, multiemployer plans are not aggregated with other plans maintained by an employer
contributing to the multiemployer plan in applying the limits on contributions and benefits.

The provision also applies the special rules for defined benefit plans of governmental
employers to multiemployer plans.

Effective Date

The provision is effective for years beginning after December 31, 2000.
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F. Encouraging Retirement Education
1. Periodic pension benefit statements (sec. 351 of the bill and sec. 105 of ERISA)
Present L aw

Title 1 of ERISA provides that a pension plan administrator must furnish a benefit statement
to any participant or beneficiary who makes a written request for such a statement. This statement
must indicate, on the basis of the latest available information, (1) the participant’s or beneficiary’s
total accrued benefit, and (2) the participant’s or beneficiary’s vested accrued benefit or the
earliest date on which the accrued benefit will become vested. A participant or beneficiary is not
entitled to receive more than 1 benefit statement during any 12-month period. The plan
administrator must furnish the benefit statement no later than 60 days after receipt of the request or,
if later, 120 days after the close of the immediately preceding plan year.

In addition, the plan administrator must furnish a benefit statement to each participant
whose employment terminates or who has a 1-year break in service. For purposes of this benefit
statement requirement, a“1-year break in service” is acaendar year, plan year, or other 12-month
period designated by the plan during which the participant does not complete more than 500 hours
of service for the employer. A participant is not entitled to receive more than 1 benefit statement
with respect to consecutive breaks in service. The plan administrator must provide a benefit
statement required upon termination of employment or a break in service no later than 180 days
after the end of the plan year in which the termination of employment or break in service occurs.

Reasons for Change

The Committee believes that periodic disclosure concerning the value of retirement
benefits, especialy the value of benefits accumulating in a defined contribution plan account, is
necessary to increase employee awareness and appreciation of the importance of retirement
savings.

Explanation of Provision

A plan administrator of a defined contribution plan generally must furnish a benefit
statement to each participant at least once annually and to a beneficiary upon written request.

In addition to providing a benefit statement to a beneficiary upon written request, the plan
administrator of a defined benefit plan generally must either (1) furnish a benefit statement at least
once every 3 years to each participant who has a vested accrued benefit and who is employed by
the employer at the time the plan administrator furnishes the benefit statements to participants, or
(2) annually furnish written, electronic, telephonic, or other appropriate notice to each participant
of the availability of and the manner in which the participant may obtain the benefit statement.

The plan administrator of a multiemployer plan or a multiple employer plan isrequired to
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furnish a benefit statement only upon written request of a participant or beneficiary.*

The plan administrator is required to write the benefit statement in a manner calculated to
be understood by the average plan participant and is permitted to furnish the statement in written,
electronic, telephonic, or other appropriate form.

Effective Date

The provision is effective for plan years beginning after December 31, 2000.

2. Treatment of employer-provided retirement advice (sec. 352 of the bill and sec. 132 of the
Code)

Present Law

Under present law, certain employer-provided fringe benefits are excludable from gross
income (sec. 132) and wages for employment tax purposes. These excludable fringe benefits
include working condition fringe benefits and de minimis fringes. In general, aworking condition
fringe benefit is any property or services provided by an employer to an employee to the extent
that, if the employee paid for such property or services, such payment would be allowable as a
deduction as a business expense. A de minimis fringe benefit is any property or services provided
by the employer the value of which, after taking into account the frequency with which similar
fringes are provided, is so small as to make accounting for it unreasonable or administratively
impracticable.

In addition, if certain requirements are satisfied, up to $5,250 annually of employer-
provided educational assistance is excludable from grossincome (sec. 127) and wages. This
exclusion expires with respect to courses beginning after May 31, 2000.# Education not
excludable under section 127 may be excludable as a working condition fringe.

There is no specific exclusion under present law for employer-provided retirement
planning services. However, such services may be excludable as employer-provided educational
assistance or afringe benefit.

Reasonsfor Change

In order to plan adequately for retirement, individuals must anticipate retirement income
needs and understand how their retirement income goals can be achieved. Employer-sponsored
plans are akey part of retirement income planning. The Committee believes that employers

42 A multiple employer plan is aplan that is maintained by 2 or more unrelated employers
but that is not maintained pursuant to a collective-bargaining agreement (sec. 413(c)).

43 The exclusion does not apply with respect to graduate-level courses.
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sponsoring retirement plans should be encouraged to provide retirement planning services for their
employeesin order to assist them in preparing for retirement.

Explanation of Provision

Under the bill, qualified retirement planning services provided to an employee and his or
her spouse by an employer maintaining a qualified plan are excludable from income and wages.
The exclusion does not apply with respect to highly compensated employees unless the services
are available on substantially the same terms to each member of the group of employees normally
provided education and information regarding the employer’s qualified plan. The exclusionis
intended to allow employers to provide advice and information regarding retirement planning.
The exclusion is not limited to information regarding the qualified plan, and, thus, for example,
applies to advice and information regarding retirement income planning for an individual and his
or her spouse and how the employer’s plan fitsinto the individual’s overall retirement income
plan. On the other hand, the exclusion is not intended to apply to services that may be related to
retirement planning, such as tax preparation, accounting, legal or brokerage services.

Effective Date

The provision is effective with respect to taxable years beginning after December 31,
2000.
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G. Reducing Regulatory Burdens

1. Flexibility in nondiscrimination and coverage rules (sec. 361 of the bill and secs. 401(a)(4)
and 410 of the Code)

Present L aw

A planisnot aqualified retirement plan if the contributions or benefits provided under the
plan discriminate in favor of highly compensated employees (sec. 401(a)(4)). The applicable
Treasury regulations set forth the exclusive rules for determining whether a plan satisfies the
nondiscrimination requirement. These regulations state that the form of the plan and the effect of
the plan in operation determine whether the plan is nondiscriminatory and that intent isirrelevant.
Prior to 1994, a plan’s compliance with the nondiscrimination rules was based upon the facts and
circumstances surrounding the design and operation of the plan.

Similarly, aplan isnot aqualified retirement plan if the plan does not benefit a minimum
number of employees (sec. 410(b)). A plan satisfies this minimum coverage requirement if and
only if it satisfies one of the tests specified in the applicable Treasury regulations. Prior to 1989,
aplan’s compliance with the coverage rules was based partially on the facts and circumstances
surrounding the design of the plan.

Reasonsfor Change

It has been brought to the attention of the Committee that some plans are unable to satisfy
the mechanical tests used to determine compliance with the nondiscrimination and coverage
requirements solely as aresult of relatively minor plan provisions. The Committee believes that,
in such cases, it may be appropriate to expand the consideration of facts and circumstancesin the
application of the mechanical tests.

Explanation of Provision

The Secretary of the Treasury is directed to provide by regulation applicable to years
beginning after December 31, 2000, that a plan is deemed to satisfy the nondiscrimination
requirements of section 401(a)(4) if the plan satisfies the pre-1994 facts and circumstances test,
satisfies the conditions prescribed by the Secretary to appropriately limit the availability of such
test, and is submitted to the Secretary for a determination of whether it satisfies such test (to the
extent provided by the Secretary).

Similarly, a plan complies with the minimum coverage requirement of section 410(b) if the
plan satisfies the pre-1989 coverage rules, is submitted to the Secretary for a determination of
whether it satisfies the pre-1989 coverage rules (to the extent provided by the Secretary), and
satisfies conditions prescribed by the Secretary by regulation that appropriately limit the
availability of the pre-1989 coverage rules.
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Effective Date

The provision is effective on the date of enactment.
2. Modification of timing of plan valuations (sec. 362 of the bill and sec. 412 of the Code)
Present L aw
Under present law, in the case of plans subject to the minimum funding rules, aplan
valuation is generally required annually. The Secretary may require that a valuation be made more

frequently in particular cases.

Prior to the Retirement Protection Act of 1994, plan valuations generally were required at
least once every three years.

Reasonsfor Change

While plan valuations are necessary to ensure adequate funding of defined benefit pension
plans, they also create administrative burdens for employers. The Committee believes that
requiring valuations at least once every three yearsin the case of well-funded plans strikes an
appropriate balance between funding concerns and employer concerns about plan administrative
Ccosts.

Explanation of Provision

The provision allows an employer to elect to use the prior year’s plan valuation in certain
cases. The election may be made only with respect to a defined benefit plan with assets of at |east
125 percent of current liability (determined as of the valuation date for the preceding year). If the
prior year’s valuation is used, it must be adjusted, as provided in regulations, to reflect significant
differencesin participants. An election made under the provision may be revoked only with the
consent of the Secretary. In any event, aplan valuation is required once every three years.*

Effective Date

The provision is effective for plan years beginning after December 31, 2000.

3. Rulesfor substantial owner benefitsin terminated plans (sec. 363 of the bill and secs.
4021, 4022, 4043 and 4044 of ERISA)

Present L aw

4 Asunder present law, the Secretary may require that a valuation be made more
frequently in particular cases.
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Under present law, the Pension Benefit Guaranty Corporation (“PBGC”) provides
participants and beneficiaries in a defined benefit pension plan with certain minimal guarantees as
to the receipt of benefits under the plan in case of plan termination. The employer sponsoring the
defined benefit pension plan is required to pay premiums to the PBGC to provide insurance for the
guaranteed benefits. In general, the PBGC will guarantee al basic benefits which are payablein
periodic installments for the life (or lives) of the participant and his or her beneficiaries and are
non-forfeitable at the time of plan termination. The amount of the guaranteed benefit is subject to
certain limitations. One limitation is that the plan (or an amendment to the plan which increases
benefits) must be in effect for 60 months before termination for the PBGC to guarantee the full
amount of basic benefits for a plan participant, other than a substantial owner. In the case of a
substantial owner, the guaranteed basic benefit is phased in over 30 years beginning with
participation in the plan. A substantial owner is one who owns, directly or indirectly, more than 10
percent of the voting stock of a corporation or al the stock of a corporation. Specia rules
restricting the amount of benefit guaranteed and the allocation of assets also apply to substantial
owners.

Reasonsfor Change

The Committee believes that the present-law rules concerning limitations on guaranteed
benefits for substantial owners are overly complicated and restrictive and thus may discourage
some small business owners from establishing defined benefit pension plans.

Explanation of Provision

The provision provides that the 60 month phase-in of guaranteed benefits appliesto a
substantial owner with less than 50 percent ownership interest. For a substantial owner with a 50
percent or more ownership interest (“majority owner”), the phase-in depends on the number of
years the plan has been in effect. The majority owner’ s guaranteed benefit is limited so that it may
not be more than the amount phased in over 60 months for other participants. The rules regarding
allocation of assets apply to substantial owners, other than majority owners, in the same manner as
other participants.

Effective Date

The provision is effective for plan terminations with respect to which notices of intent to
terminate are provided, or for which proceedings for termination are instituted by the PBGC after
December 31, 2000.

4. ESOP dividends may be reinvested without loss of dividend deduction (sec. 364 of the bill
and sec. 404 of the Code)

Present Law

An employer is entitled to deduct certain dividends paid in cash during the employer’s
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taxable year with respect to stock of the employer that is held by an employee stock ownership
plan (“ESOP”). The deduction is allowed with respect to dividends that, in accordance with plan
provisions, are (1) paid in cash directly to the plan participants or their beneficiaries, (2) paid to
the plan and subsequently distributed to the participants or beneficiariesin cash no later than 90
days after the close of the plan year in which the dividends are paid to the plan, or (3) used to
make payments on loans (including payments of interest aswell as principal) that were used to
acquire the employer securities (whether or not alocated to participants) with respect to which the
dividend is paid.

Reasons for Change

The Committee believes that it is appropriate to provide incentives for the accumulation of
retirement benefits and expansion of employee ownership. The Committee has determined that the
present-law rules concerning the deduction of dividends on employer stock held by an ESOP
discourage employers from permitting such dividends to be reinvested in employer stock and
accumul ate for retirement purposes.

Explanation of Provision

In addition to the deductions permitted under present law for dividends paid with respect
to employer securities that are held by an ESOP, an employer is entitled to deduct dividends that,
at the election of plan participants or their beneficiaries, are (1) payable in cash directly to plan
participants or beneficiaries, (2) paid to the plan and subsequently distributed to the participants
or beneficiaries in cash no later than 90 days after the close of the plan year in which the dividends
are paid to the plan, or (3) paid to the plan and reinvested in qualifying employer securities.

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.

5. Notice and consent period regarding distributions (sec. 365 of the bill and sec. 417 of the
Code)

Present L aw

Notice and consent requirements apply to certain distributions from qualified retirement
plans. These requirements relate to the content and timing of information that a plan must provide
to a participant prior to adistribution, and to whether the plan must obtain the participant’s consent
and the consent of the participant’s spouse to the distribution. The nature and extent of the notice
and consent requirements applicable to a distribution depend upon the value of the participant’s
vested accrued benefit and whether the joint and survivor annuity requirements (sec. 417) apply to
the participant.®

4 Similar provisions are contained in Title | of ERISA.
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If the present value of the participant’s vested accrued benefit exceeds $5,000, the plan
may not distribute the participant’ s benefit without the written consent of the participant. The
participant’s consent to a distribution is not valid unless the participant has received from the plan
anotice that contains awritten explanation of (1) the material features and the relative values of
the optional forms of benefit available under the plan, and (2) in certain cases, theright, if any, to
defer receipt of the distribution. In addition, the plan must provide to the participant notice of (1)
the participant’ s right, if any, to have the distribution directly transferred to another retirement plan
or IRA, and (2) the rules concerning the taxation of adistribution. If the joint and survivor annuity
requirements apply to the participant, the plan must provide to the participant a written explanation
of (1) the terms and conditions of the qualified joint and survivor annuity (“QJSA”), (2) the
participant’ s right to make, and the effect of, an election to waive the QJSA, (3) the rights of the
participant’ s spouse with respect to a participant’ s waiver of the QJSA, and (4) the right to make,
and the effect of, arevocation of awaiver of the QJISA. The plan generally must provide these 3
notices to the participant no less than 30 and no more than 90 days before the date distribution
commences.

If the participant’ s vested accrued benefit does not exceed $5,000, the terms of the plan
may provide for distribution without the participant’s consent. The plan generaly isrequired,
however, to provide to the participant a notice that contains a written explanation of (1) the
participant’ sright, if any, to have the distribution directly transferred to another retirement plan or
IRA, and (2) the rules concerning the taxation of a distribution. The plan generally must provide
this notice to the participant no less than 30 and no more than 90 days before the date distribution
commences.

Reasonsfor Change

The Committee understands that an employeeis not always able to evaluate distribution
aternatives, select the most appropriate alternative, and notify the plan of the selection within a
90-day period. The Committee believes that requiring a plan to furnish multiple distribution
notices to an employee who does not make a distribution election within 90 daysis
administratively burdensome. In addition, the Committee believes that participants who are
entitled to defer distributions should be informed of the impact of a decision not to defer
distribution on the taxation and accumulation of their retirement benefits.

Explanation of Provision

A qualified retirement plan is required to provide the applicable distribution notice no less
than 30 days and no more than 12 months before the date distribution commences. The Secretary
of the Treasury is directed to modify the applicable regulations to reflect the extension of the
notice period to 12 months and to provide that the description of a participant’sright, if any, to
defer receipt of adistribution shall also describe the consequences of failing to defer such receipt.

Effective Date
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The provision is effective for years beginning after December 31, 2000.

6. Repeal transition rulerelating to certain highly compensated employees (sec. 366 of the
bill and sec. 1114(c)(4) of the Tax Reform Act of 1986)

Present L aw

Under present law, for purposes of the rules relating to qualified plans, a highly
compensated employee is generally defined as an employee® who (1) was a 5-percent owner of
the employer at any time during the year or the preceding year or (2) either () had compensation
for the preceding year in excess of $80,000 (for 1999) or (b) at the election of the employer, had
compensation in excess of $80,000 for the preceding year and was in the top 20 percent of
employees by compensation for such year.

Under arule enacted in the Tax Reform Act of 1986, a specia definition of highly
compensated employee applies for purposes of the nondiscrimination rules relating to qualified
cash or deferred arrangements (“ section 401(k) plans’) and matching contributions. This special
definition applies to an employer incorporated on December 15, 1924, that meets certain specific
requirements.

Reasons for Change

The Committee believes that it is appropriate to repeal the special definition of highly
compensated employeein light of the substantial modification of the general definition of highly
compensated employee in the Small Business Job Protection Act of 1996.

Explanation of Provision

The provision repeal s the specia definition of highly compensated employee under the Tax
Reform Act of 1986. Thus, the present-law definition applies.

Effective Date

The provision is effective for plan years beginning after December 31, 1999.
7. Employees of tax-exempt entities (sec. 367 of the bill)
Present L aw

The Tax Reform Act of 1986 provided that nongovernmental tax-exempt employers were
not permitted to maintain aqualified cash or deferred arrangement (“section 401(k) plan”). This

4 An employee includes a self-employed individual .
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prohibition was repealed, effective for years beginning after December 31, 1996, by the Small
Business Job Protection Act of 1996.

Treasury regulations provide that, for purposes of nondiscrimination testing under section
410(b), a section 401(k) plan or a section 401(m) plan that is provided under the same general
arrangement as the section 401(k) plan, the employer may treat as excludable those employees of a
tax-exempt entity who could not participate in the arrangement due to the prohibition on
maintenance of a section 401(k) plan by such entities. Such employees could be disregarded only
if more than 95 percent of the employees who could participate in the section 401(k) plan benefit
under the plan for the plan year.*’

Tax-exempt charitable organizations may maintain a tax-sheltered annuity (a “ section
403(b) annuity”) that allows employees to make salary reduction contributions.

Reasonsfor Change

The Committee believesthat it is appropriate to modify the specia rule regarding the
treatment of certain employees of atax-exempt organization as excludable for section 401(k) plan
nondiscrimination testing purposes in light of the provision of the Small Business Job Protection
Act of 1996 that permits such organizations to maintain section 401(k) plans.

Explanation of Provision

The Treasury Department is directed to revise its regulations under section 410(b) to
provide that employees of atax-exempt charitable organization who are eligible to make salary
reduction contributions under a section 403(b) annuity may be treated as excludable employees for
purposes of testing a section 401(Kk) plan, or a section 401(m) plan that is provided under the same
genera arrangement as the section 401(k) plan of the employer if (1) no employee of such tax-
exempt entity is eligible to participate in the section 401(k) or 401(m) plan and (2) more than 95
percent of the employees who are not employees of the charitable employer are eligible to
participate in such section 401(k) plan or section 401(m) plan.

The revised regulations will be effective for years beginning after December 31, 1996.

Effective Date

The provision is effective on the date of enactment.

8. Extension to international organizations of moratorium on application of certain
nondiscrimination rules applicable to State and local gover nment plans (sec. 368 of the hill,
sec. 1505 of the Taxpayer Relief Act of 1997, and secs. 401(a) and 401(k) of the Code)

47 Treas. Reg. sec. 1.410(b)-6(g).
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Present Law

A qualified retirement plan maintained by a State or local government is exempt from the
rules concerning nondiscrimination (sec. 401(a)(4)) and minimum participation (sec. 401(a)(26)).
A governmental plan maintained by an international organization that is exempt from taxation by
reason of the International Organizations Immunities Act is not exempt from the nondiscrimination
and minimum participation rules.

Reasons for Change

The Committee believes that application of the nondiscrimination and minimum
participation rules to plans maintained by tax-exempt international organizations is unnecessary
and inappropriate in light of the unique circumstances under which such plans and organizations
operate.

Explanation of Provision

A governmenta plan maintained by a tax-exempt international organization is exempt from
the nondiscrimination and minimum participation rules.

Effective Date

The provision is effective for plan years beginning after December 31, 2000.
9. Annual report dissemination (sec. 369 of the bill and sec. 104 of ERISA)
Present L aw

Title of ERISA generaly requires the plan administrator of each employee pension
benefit plan and each employee welfare benefit plan to file an annual report concerning the plan
with the Secretary of Labor within 7 months after the end of the plan year. Within 9 months after
the end of the plan year, the plan administrator generally must provide to each participant, and to
each beneficiary receiving benefits under the plan, a summary of the annual report filed with the
Secretary of Labor for the plan year.

Reasons for Change

The Committee believes that smplification of the summary annual report requirement will
reduce the burden and cost of plan administration and disclosure, thereby encouraging more
employers to establish and maintain retirement plans, without denying participants the opportunity
to obtain information concerning plan status and operation.

Explanation of Provision
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Within 9 months after the end of each plan year, the plan administrator is required to make
available for examination a summary of the annual report filed with the Secretary of Labor for the
plan year. In addition, the plan administrator is required to furnish the summary to a participant, or
to a beneficiary receiving benefits under the plan, upon request.

Effective Date

The provision is effective for reports for years beginning after December 31, 1998.

10. Clarification of exclusion for employer-provided transit passes (sec. 370 of the bill and
sec. 132 of the Code)

Present L aw

Qualified transportation fringe benefits provided by an employer are excluded from an
employee’ s gross income and wages. Qualified transportation fringe benefits include parking,
transit passes, and vanpool benefits. Up to $175 per month (for 1999) of employer-provided
parking is excludable from income and up to $65 (for 1999) per month of employer-provided
transit and vanpool benefits are excludable from income.

Qualified transportation benefits generally include a cash reimbursement by an employer to
an employee. However, in the case of transit passes, a cash reimbursement is considered a
qualified transportation fringe benefit only if avoucher or smilar item which may be exchanged
only for atransit passis not readily available for direct distribution by the employer to the
employee.

No amount is includible in the gross income of an employee merely because the employee
is offered a choice between cash and any qualified transportation benefit (or a choice among such
benefits).

Reasonsfor Change

The Committee believes that the present-law voucher rule relating to transit benefits unduly
restricts the use of cash reimbursement for such benefits compared to other types of qualified
transportation benefits. In addition, the Committee understands that some employers are concerned
about the administrative interpretation of the present-law rules, and may be discouraged from
providing such benefits because of the costs and administrative burdens involved in obtaining
vouchers or due to concerns that the IRS will disqualify their reimbursement programs. The
Committee believes that transit benefits should not be subject to more restrictive rules than other
transportation fringe benefits, and that the provision of transit benefits should be encouraged.

Explanation of Provision

The provision repeals the rule providing that cash reimbursements for transit benefits are
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excludable from income only if avoucher or similar item which may be exchanged only for a
trangit passis not readily available for direct distribution by the employer.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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H. Provisons Relating to Plan Amendments (sec. 371 of the bill)
Present L aw
Plan amendments to reflect amendments to the law generally must be made by the time
prescribed by law for filing the income tax return of the employer for the employer’ s taxable year

in which the change in law occurs.

Reasonsfor Change

The Committee believes that employers should have adequate time to amend their plans to
reflect amendments to the law.

Explanation of Provision

Any amendments to a plan or annuity contract required to be made by the provision are not
required to be made before the last day of the first plan year beginning on or after January 1, 2003.
In the case of agovernmental plan, the date for amendments is extended to the first plan year
beginning on or after January 1, 2005.

Effective Date

The provision is effective on the date of enactment.
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TITLEIV. EDUCATION TAX RELIEF

A. Eliminate Marriage Penalty and 60-Month Limit on Student L oan I nterest Deduction
(sec. 401 of thebill and sec. 221 of the Code)

Present Law

Certain individuals who have paid interest on qualified education loans may claim an
above-the-line deduction for such interest expenses, subject to a maximum annual deduction limit
(sec. 221). The deduction is allowed only with respect to interest paid on a qualified education
loan during the first 60 months in which interest payments are required. Required payments of
interest generally do not include nonmandatory payments, such as interest payments made during a
period of loan forbearance. Months during which interest payments are not required because the
qualified education loan isin deferral or forbearance do not count against the 60-month period.
No deduction is allowed to an individual if that individua is claimed as a dependent on another
taxpayer's return for the taxable year.

A qualified education loan generally is defined as any indebtedness incurred solely to pay
for certain costs of attendance (including room and board) of a student (who may be the taxpayer,
the taxpayer's spouse, or any dependent of the taxpayer as of the time the indebtedness was
incurred) who is enrolled in a degree program on at least a half-time basis at (1) an accredited
post-secondary educational institution defined by reference to section 481 of the Higher Education
Act of 1965, or (2) an institution conducting an internship or residency program leading to a
degree or certificate from an ingtitution of higher education, a hospital, or a health care facility
conducting postgraduate training.

The maximum allowable deduction per taxpayer return is $1,500 in 1999, $2,000 in 2000,
and $2,500 in 2001 and thereafter.®® The deduction is phased out ratably for individual taxpayers
with modified adjusted gross income of $40,000-$55,000 and $60,000-$75,000 for joint returns.
The income ranges will be indexed for inflation after 2002.

Reasons for Change

The Committee believes that the income phaseouts for the student |oan interest deduction
aretoo low and should be raised. In addition, the Committee is concerned about the inequity of the
marriage penalty resulting from the phase-out provisions of the student loan interest deduction.

The Committee believes that relief from the marriage penalty is appropriate for individuals with
education loan obligations in order to assist in removing tax considerations from decisions
regarding marriage.

The Committee a so understands that many students incur considerable debt in the course of
obtaining undergraduate and graduate education. The Committee believes that it is appropriate to

4 The maximum allowable deduction for 1998 was $1,000.

-84-



expand the deduction for individuals who have paid interest on qualified education loans by
repealing the limitation that the deduction is allowed only with respect to interest paid during the
first 60 monthsin which interest payments are required. 1n addition, the repeal of the 60-month
limitation lessens complexity and administrative burdens for taxpayers, lenders, loan servicing
agencies, and the Internal Revenue Service.

Explanation of Provision

The bill increases the beginning point of the income phaseout for the student loan interest
deduction for individual taxpayers from $40,000 to $50,000. For taxpayersfiling joint returns, the
bill increases the beginning point of the income phaseout to twice the beginning point of the income
phaseouts applicable to single taxpayers. Thus, beginning in 2000, the deduction will be phased
out ratably for individual taxpayers with modified adjusted gross income of $50,000-$65,000 and
for taxpayersfiling joint returns with modified adjusted gross income of $100,000-$115,000.

The bill also repeals both the limit on the number of months during which interest paid on a
qualified education loan is deductible and the restriction that nonmandatory payments of interest
are not deductible.

Effective Date

The provision is effective generally for taxable years ending after December 31, 1999.
The provision repealing the 60-month limit on deductible student loan interest is effective for
interest paid on qualified education loans after December 31, 1999, in taxable years ending after
such date.
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B. Allow Tax-free Distributions From State and Private Education Programs
(sec. 402 of the bill and sec. 529 of the Code)

Present L aw

Section 529 provides tax-exempt status to "qualified State tuition programs,” meaning
certain programs established and maintained by a State (or agency or instrumentality thereof) under
which persons may (1) purchase tuition credits or certificates on behalf of a designated beneficiary
that entitle the beneficiary to awaiver or payment of qualified higher education expenses of the
beneficiary, or (2) make contributions to an account that is established for the purpose of meeting
qualified higher education expenses of the designated beneficiary of the account (a* savings
account plan”). Theterm "qualified higher education expenses' generally has the same meaning as
does the term for purposes of education IRAS (as described above) and, thus, includes expenses
for tuition, fees, books, supplies, and equipment required for the enrollment or attendance at an
eligible educationa institution®®, as well as certain room and board expenses for any period during
which the student is at least a half-time student.

No amount is included in the gross income of a contributor to, or beneficiary of, aqualified
State tuition program with respect to any distribution from, or earnings under, such program,
except that (1) amounts distributed or educational benefits provided to a beneficiary (e.g., when
the beneficiary attends college) are included in the beneficiary's gross income (unless excludable
under another Code section) to the extent such amounts or the value of the educational benefits
exceed contributions made on behalf of the beneficiary, and (2) amounts distributed to a
contributor (e.g., when a parent receives arefund) are included in the contributor's gross income to
the extent such amounts exceed contributions made on behalf of the beneficiary.>

A gualified State tuition program is required to provide that purchases or contributions
only be made in cash.®® Contributors and beneficiaries are not allowed to directly or indirectly
direct the investment of contributions to the program (or earnings thereon). The programis
required to maintain a separate accounting for each designated beneficiary. A specified individual
must be designated as the beneficiary at the commencement of participation in aqualified State
tuition program (i.e., when contributions are first made to purchase an interest in such a program),
unless interests in such a program are purchased by a State or local government or a tax-exempt
charity described in section 501(c)(3) as part of a scholarship program operated by such

49 “Eligible educational institutions’ are defined the same for purposes of education IRAs
(described in I1.1., above) and qualified State tuition programs.

%0 Distributions from qualified State tuition programs are treated as representing a pro-rata
share of the principal (i.e., contributions) and accumulated earnings in the account.

51 Sections 529(c)(2), (c)(4), and (c)(5), and section 530(d)(3) provide special estate and
gift tax rules for contributions made to, and distributions made from, qualified State tuition
programs and education IRAS.
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government or charity under which beneficiaries to be named in the future will receive such
interests as scholarships. A transfer of credits (or other amounts) from one account benefitting one
designated beneficiary to another account benefitting a different beneficiary is considered a
distribution (asis a change in the designated beneficiary of an interest in aqualified State tuition
program), unless the beneficiaries are members of the same family. For this purpose, the term
"member of the family" means persons described in paragraphs (1) through (8) of section 152(a)--
e.g., sons, daughters, brothers, sisters, nephews and nieces, certain in-laws--and any spouse of
such persons or of the original beneficiary. Earnings on an account may be refunded to a
contributor or beneficiary, but the State or instrumentality must impose a more than de minimis
monetary penalty unless the refund is (1) used for qualified higher education expenses of the
beneficiary, (2) made on account of the death or disability of the beneficiary, or (3) made on
account of a scholarship received by the designated beneficiary to the extent the amount refunded
does not exceed the amount of the scholarship used for higher education expenses.

To the extent that a distribution from a qualified State tuition program is used to pay for
qualified tuition and related expenses (as defined in sec. 25A(f)(1)), the distributee (or another
taxpayer claiming the distributee as a dependent) may claim the HOPE credit or Lifetime Learning
credit under section 25A with respect to such tuition and related expenses (assuming that the other
requirements for claiming the HOPE credit or Lifetime Learning credit are satisfied and the
modified AGI phaseout for those credits does not apply).

Reasons for Change

The Committee is concerned about the costs of higher education and believes that families
should be encouraged to save for those expenses. Accordingly, the Committee has determined that
distributions from qualified tuition programs should be exempt from Federa income tax to the
extent that such distributions are used to pay for qualified higher education expenses of
undergraduate or graduate students who are attending institutions of higher education or certain
vocational schools. In addition, the Committee believes that families would benefit from an
expansion of the present-law rules governing qualified tuition programs so asto permit private
educational ingtitutions to maintain certain prepaid tuition programs. The Committee also believes
that additional modifications are necessary to enhance the effectiveness of the program.

Explanation of Provision

Qualified tuition program

The bill expands the definition of “qualified tuition program” to include certain prepaid
tuition programs established and maintained by one or more eligible educational institutions
(which may be private ingtitutions) that satisfy the requirements under section 529 (other than the
present-law State sponsorship rule). In the case of a qualified tuition program maintained by one
or more private educational institutions, persons will be able to purchase tuition credits or
certificates on behalf of a designated beneficiary (as described in section 529(b)(1)(A)(i)), but
will not be able to make contributions to a savings account plan (described in section
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529(b)(1)(A)(ii)).

Excluson from grossincome

Under the bill, an exclusion from grossincome is provided for distributions made in
taxable years beginning after December 31, 1999, from qualified State tuition programs to the
extent that the distribution is used to pay for qualified higher education expenses. This exclusion
from grossincome is extended to distributions from qualified tuition programs established and
maintained by an entity other than a State or agency or instrumentality thereof, for distributions
made in taxable years after December 31, 2003.

Coordination of education provisons

The bill also allows ataxpayer to claim a HOPE credit or Lifetime Learning credit for a
taxable year and to exclude from gross income amounts distributed (both the principal and the
earnings portions) from a qualified tuition program and/or an education individual retirement
account on behaf of the same student as long as the distributions are not used for the same
expenses for which a credit was claimed.>?

Definition of qualified higher education expenses

2 In determining the amount of a distribution that can be excluded from income for a
taxable year, ataxpayer’ stotal higher education expenses will be reduced first by the amount of
such expenses which were taken into account in determining the amount of any HOPE or Lifetime
Learning credit allowed to the taxpayer (or other person) with respect to such expenses. After any
reduction for expenses allocabl e to the credits, taxpayers may determine how to allocate their
qualified education expenses among the various remaining education provisions (including
education individual retirement accounts and qualified tuition programs) for which they are
eligible; however, under no circumstances, can the same expenses be allocated to more than one
provision. For example, suppose that in 2002, a college freshman withdraws funds from both an
education IRA and aqualified tuition program. If the student is otherwise eligible, he or she may
claim a HOPE credit of $1,500 with respect to first $2,000 of tuition expense. To the extent that
the student’ s remaining educational expenses congtitute “qualified higher education expenses’ and
exceed the amounts distributed from both the education IRA and the qualified tuition program, the
student may exclude from gross income the earnings portions (and, as always, the principal
portions) of both distributions. Alternatively, if after allocating the first $2,000 of tuition expense
to the HOPE credit, the student’ s remaining educational expenses do not exceed his or her total
distributions from the education IRA and qualified tuition program, the student will not be able to
exclude from gross income the entire earnings portions of both distributions. In addition, the
student may be liable for a penaty imposed under the qualified tuition program or for additiond
tax imposed on the excess amounts distributed from the education IRA, or both. The student may
alocate his or her educational expenses between the distributions as the student determines
appropriate, but may not use the same expenses for both distributions, nor may he or she “reuse”
the expenses that were taken into account in order to claim the HOPE credit.
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Under the bill, the definition of “qualified higher education expenses’ is modified to mean:
(2) tuition and fees required for the enrollment or attendance of a designated beneficiary at an
eligible education institution; and (2) expenses for books, supplies, and equipment incurred in
connection with such enrollment or attendance (but not in excess of the allowance for books and
supplies determined by the educational institution for purposes of federal financial assistance
programs). The bill also provides that “ qualified higher education expenses’ shall not include
expenses for education involving sports, games, or hobbies unless this education is part of the
student’ s degree program or is taken to acquire or improve job skills of the individual. The bill
does not change the definition of “qualified higher education expenses’ with respect to expenses
for room and board.

Rolloversfor benefit of same beneficiary

The bill clarifies that atransfer of credits (or other amounts) from one qualified tuition
program for the benefit of a designated beneficiary to another qualified tuition program for the
benefit of the same beneficiary will not be considered a distribution for a maximum of one such
transfer in each 1-year period.

Member of family

The bill providesthat, for purposes of tax-free rollovers and changes of designated
beneficiaries, a“member of the family” includesfirst cousins of such beneficiary.

Effective Date

The provision permitting the establishment of qualified tuition programs maintained by one
or more private educational institutions is effective for taxable years beginning after December 31,
1999. The exclusion from gross income for certain distributions from qualified State tuition
programs under section 529 is effective for distributions made in taxable years beginning after
December 31, 1999. In the case of aqualified tuition program established and maintained by an
entity other than a State or agency or instrumentality thereof, the provision allowing an exclusion
from gross income for certain distributions is effective for distributions made in taxable years
beginning after December 31, 2003. The provision coordinating distributions from qualified
tuition programs and education individual retirement accounts with the HOPE and Lifetime
Learning creditsis effective for distributions made after December 31, 1999. The provision
modifying the definition of qualified higher education expensesis effective for amounts paid for
courses beginning after December 31, 1999. The provisions allowing rollovers for the same
beneficiary and including first cousins as a member of the family is effective for taxable years
beginning after December 31, 1999.

-89-



C. Eliminate Tax on Awards Under National Health Service Cor ps Scholar ship Program and
F. Edward Hebert Armed Forces Health Professions Scholar ship
and Financial Assistance Program
(sec. 403 of the bill and sec. 117 of the Code)

Present L aw

Section 117 excludes from gross income amounts received as a qualified scholarship by an
individual who is a candidate for a degree and used for tuition and fees required for the enrollment
or attendance (or for fees, books, supplies, and equipment required for courses of instruction) at a
primary, secondary, or post-secondary educational institution. The tax-free treatment provided by
section 117 does not extend to scholarship amounts covering regular living expenses, such as room
and board. In addition to the exclusion for qualified scholarships, section 117 provides an
exclusion from grossincome for qualified tuition reductions for certain education provided to
employees (and their spouses and dependents) of certain educational organizations.

Section 117(c) specifically provides that the exclusion for qualified scholarships and
qualified tuition reductions does not apply to any amount received by a student that represents
payment for teaching, research, or other services by the student required as a condition for
receiving the scholarship or tuition reduction.

The National Health Service Corps Scholarship Program (the “NHSC Scholarship
Program”) and the F. Edward Hebert Armed Forces Health Professions Scholarship and Financial
Assistance Program (the “ Armed Forces Scholarship Program”) provide education awards to
participants on condition that the participants provide certain services. In the case of the NHSC
Program, the recipient of the scholarship is obligated to provide medical servicesin a geographic
area (or to an underserved population group or designated facility) identified by the Public Health
Service as having a shortage of health-care professionals. In the case of the Armed Forces
Scholarship Program, the recipient of the scholarship is obligated to serve a certain number of
yearsin the military at an armed forces medical facility. Because the recipients of scholarshipsin
both of these programs are required to perform services in exchange for the education awards, the
awards used to pay higher education expenses are taxable income to the recipient.

Reasonsfor Change

The Committee believes that it is appropriate to provide tax-free treatment for scholarships
received by students under the NHSC Scholarship Program and Armed Forces Scholarship
Program.

Explanation of Provision

The hill provides that amounts received by an individual under the NHSC Scholarship
Program or the Armed Forces Scholarship Program are eligible for tax-free treatment as qualified
scholarships under section 117, without regard to any service obligation by the recipient. Aswith
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other qualified scholarships under section 117, the tax-free treatment does not apply to amounts
received by students for regular living expenses, including room and board.

Effective Date

The provision is effective for education awards received under the NHSC Scholarship
Program and the Armed Forces Scholarship Program after December 31, 1993.
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D. Exclusion for Employer-Provided Educational Assistance
(sec. 404 of the bill and sec. 127 of the Code)

Present L aw

Educational expenses paid by an employer for its employees are generally deductible to
the employer.

Employer-paid educationa expenses are excludable from the gross income and wages of
an employee if provided under a section 127 educational assistance plan or if the expenses qualify
as aworking condition fringe benefit under section 132. Section 127 provides an exclusion of
$5,250 annually for employer-provided educational assistance. The exclusion does not apply to
graduate courses. The exclusion for employer-provided educational assistance expires with
respect to courses beginning on or after June 1, 2000.

In order for the exclusion to apply, certain requirements must be satisfied. The educational
assistance must be provided pursuant to a separate written plan of the employer. The educational
assistance program must not discriminate in favor of highly compensated employees. In addition,
not more than 5 percent of the amounts paid or incurred by the employer during the year for
educational assistance under a qualified educational assistance plan can be provided for the class
of individuals consisting of more than 5-percent owners of the employer (and their spouses and
dependents).

Educational expenses that do not qualify for the section 127 exclusion may be excludable
from income as aworking condition fringe benefit.>® In general, education qualifies as aworking
condition fringe benefit if the employee could have deducted the education expenses under section
162 if the employee paid for the education. In general, education expenses are deductible by an
individual under section 162 if the education (1) maintains or improves askill required in atrade
or business currently engaged in by the taxpayer, or (2) meets the express requirements of the
taxpayer's employer, applicable law or regulations imposed as a condition of continued
employment. However, education expenses are generally not deductible if they relate to certain
minimum educational requirements or to education or training that enables a taxpayer to begin
working in anew trade or business.>

Reasons for Change

The Committee believes that the exclusion for employer-provided educational assistance

%3 These rules also apply in the event that section 127 expires and is not reinstated.

% |n the case of an employee, education expenses (if not reimbursed by the employer) may
be claimed as an itemized deduction only if such expenses, along with other miscellaneous
deductions, exceed 2 percent of the taxpayer's AGI. The 2-percent floor limitation is disregarded
in determining whether an item is excludable as a working condition fringe benefit.
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has enabled millions of workers to advance their education and improve their job skills without
incurring additional taxes and a reduction in take-home pay. In addition, the exclusion lessens the
complexity of the tax laws. Without the special exclusion, aworker receiving educational
assistance from his or her employer is subject to tax on the assistance, unless the education is
related to the worker's current job. Because the determination of whether particular educational
assistance isjob-related is based on the facts and circumstances, it may be difficult to determine
with certainty whether the educational assistance is excludable from income. This uncertainty may
lead to disputes between taxpayers and the Internal Revenue Service.

The Committee believes that reinstating the exclusion for graduate-level employer-
provided educational assistance will enable more individuals to seek higher education. Such
education can increase individuals' job opportunities and help make America more competitivein
the global market place.

The past experience of alowing the exclusion to expire and subsequently retroactively
extending it has created burdens for employers and employees. Employees may have difficulty
planning for their educationa goalsif they do not know whether their tax bills will increase. For
employers, the fits and starts of the legidative history of the provision have caused severe
administrative problems. The Committee believes that uncertainty about the exclusion's future may
discourage some employers from providing educational benefits.

Explanation of Provision

The provision makes the exclusion for employer-provided educational assistance
permanent. The provision aso extends the exclusion to graduate education, effective for courses
beginning on or after January 1, 2000.

Effective Date

The provision is generally effective on the date of enactment. The exclusion with respect
to graduate-level coursesis effective for courses beginning on or after January 1, 2000.
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E. Liberalization of Tax-exempt Financing Rulesfor Public School Construction
(secs. 405 - 4070f the bill and secs. 103 and 148 of the Code)

Present Law
1. Tax-exempt bonds
In general

Interest on debt incurred by States or local governmentsis excluded from income if the
proceeds of the borrowing are used to carry out governmental functions of those entities or the debt
isrepaid with governmental funds (sec. 103). Like other activities carried out and paid for by
States and local governments, the construction, renovation, and operation of public schoolsisan
activity eligible for financing with the proceeds of tax-exempt bonds.

Interest on bonds that nominally are issued by States or local governments, but the
proceeds of which are used (directly or indirectly) by a private person and payment of whichis
derived from funds of such a private person is taxable unless the purpose of the borrowing is
approved specifically in the Code or in a non-Code provision of arevenue Act. These bonds are
called “private activity bonds.” Theterm "private person” includes the Federal Government and
al other individuals and entities other than States or local governments.

Private activities eigible for financing with tax-exempt private activity bonds

The Code includes several exceptions permitting States or local governmentsto act as
conduits providing tax-exempt financing for private activities. Both capital expenditures and
limited working capital expenditures of charitable organizations described in section 501(c)(3) of
the Code -- including elementary, secondary, and post-secondary schools -- may be financed with
tax-exempt private activity bonds ("qualified 501(c)(3) bonds").

States or local governments may issue tax-exempt “ exempt-facility bonds’ to finance
property for certain private businesses. Businesses eligible for this financing include
transportation (airports, ports, local mass commuting, and high speed intercity rail facilities);
privately owned and/or privately operated public works facilities (sewage, solid waste disposal,
local district heating or cooling, and hazardous waste disposal facilities); privately-owned and/or
operated low-income rental housing; and certain private facilities for the local furnishing of
electricity or gas. A further provision allows tax-exempt financing for "environmental
enhancements of hydro-electric generating facilities." Tax-exempt financing is authorized for
capital expenditures for small manufacturing facilities and land and equipment for first-time
farmers ("qualified small-issue bonds'), local redevel opment activities ("qualified redevelopment
bonds"), and eligible empowerment zone and enterprise community businesses.

Finally, tax-exempt private activity bonds may be issued to finance limited non-business
purposes. student loans and mortgage loans for owner-occupied housing (“qualified mortgage
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bonds’ and “qualified veterans' mortgage bonds”).

In most cases, the volume of tax-exempt private activity bondsis restricted by aggregate
annual limits imposed on bonds issued by issuers within each State. These annual volume limits
equal $50 per resident of the State, or $150 million if greater. The annual State private activity
bond volume limits are scheduled to increase to the greater of $75 per resident of the State or $225
million in calendar year 2007. The increase will be phased in ratably beginning in calendar year
2003. Thisincrease was enacted by the Tax and Trade Relief Extension Act of 1998. Qualified
501(c)(3) bonds are among the tax-exempt private activity bonds that are not subject to these
volume limits.

Private activity tax-exempt bonds may not be used to finance schools owned or operated by
private, for-profit businesses.

Arbitragerestrictions on tax-exempt bonds

The Federal income tax does not apply to income of States and local governmentsthat is
derived from the exercise of an essential governmental function. To prevent these tax-exempt
entities from issuing more Federally subsidized tax-exempt bonds than is necessary for the activity
being financed or from issuing such bonds earlier than necessary, the Code includes arbitrage
restrictions limiting the ability to profit from investment of tax-exempt bond proceeds. In general,
arbitrage profits may be earned only during specified periods (e.g., defined “temporary periods’)
before funds are needed for the purpose of the borrowing or on specified types of investments
(e.g., “reasonably required reserve or replacement funds’). Subject to limited exceptions,
investment profits that are earned during these periods or on such investments must be rebated to
the Federal Government.

The Code includes three exceptions applicable to education-related bonds. First, issuers
of al types of tax-exempt bonds are not required to rebate arbitrage profitsif al of the proceeds of
the bonds are spent for the purpose of the borrowing within six months after issuance. In the case
of governmental bonds (including bonds to finance public schools) the six-month expenditure
exception is treated as satisfied if at least 95 percent of the proceeds is spent within six months
and the remaining five percent is spent within 12 months after the bonds are issued.

Second, in the case of bonds to finance certain construction activities, including school
construction and renovation, the six-month period is extended to 24 months for construction
proceeds. Arbitrage profits earned on construction proceeds are not required to be rebated if all
such proceeds (other than certain retainage amounts) are spent by the end of the 24-month period
and prescribed intermediate spending percentages are satisfied.

Third, governmental bonds issued by “small” governments are not subject to the rebate
requirement. Small governments are defined as genera purpose governmental units that issue no
more than $5 million of tax-exempt governmental bonds in a calendar year. The $5 million limitis
increased to $10 million if at least $5 million of the bonds are used to finance public schools.
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Restriction on Federal guar antees of tax-exempt bonds

Unlike interest on State or local government bonds, interest on Federal debt (e.g., Treasury
bills) istaxable. Generally, interest on State and local government bonds that are Federally
guaranteed does not qualify for tax-exemption. This restriction was enacted in 1984. The 1984
legidation included exceptions for housing bonds and for certain other Federal insurance programs
that were in existence when the restriction was enacted.

2. Qualified zone academy bonds

As an dternative to traditional tax-exempt bonds, certain States and local governments are
given the authority to issue “qualified zone academy bonds.” Under present law, atotal of $400
million of qualified zone academy bonds may be issued in each of 1998 and 1999. The $400
million aggregate bond authority is alocated each year to the States according to their respective
populations of individuals below the poverty line. Each State, in turn, allocates the credit to
qualified zone academies within such State. A State may carry over any unused allocation into
subsequent years.

Certain financial institutions (i.e., banks, insurance companies, and corporations actively
engaged in the business of lending money) that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate (set monthly by Treasury Department
regulation at 110 percent of the applicable Federal rate for the month in which the bond is issued)
multiplied by the face amount of the bond (sec. 1397E). The credit rate appliesto all such bonds
issued in each month. A taxpayer holding a qualified zone academy bond on the credit allowance
date (i.e., each one-year anniversary of the issuance of the bond) is entitled to a credit. The credit
amount isincludible in gross income (asif it were a taxable interest payment on the bond), and
credit may be claimed against regular income tax and alternative minimum tax liability.

“Qualified zone academy bonds’ are defined as bonds issued by a State or |ocal
government, provided that: (1) at least 95 percent of the proceedsis used for the purpose of
renovating, providing equipment to, devel oping course materials for use at, or training teachers
and other school personnel in a“qualified zone academy;” and (2) private entities have promised
to contribute to the qualified zone academy certain equipment, technical assistance or training,
employee services, or other property or services with avalue equal to at least 10 percent of the
bond proceeds.

A school isa*qualified zone academy” if (1) the school is a public school that provides
education and training below the college level, (2) the school operates a special academic
program in cooperation with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school islocated in an empowerment zone
or a designated enterprise community, or (b) it is reasonably expected that at least 35 percent of
the students at the school will be eligible for free or reduced-cost lunches under the school lunch
program established under the National School Lunch Act.

-96-



Reasonsfor Change

The policy underlying the arbitrage rebate exception for bonds of small governmental units
isto reduce complexity for these entities because they may not have in-house financia staff to
engage in the expenditure and investment tracking necessary for rebate compliance. The exception
further isjustified by the limited potential for arbitrage profits at small issuance levels and
limitation of the provision to governmental bonds, which typically require voter approval before
issuance. The Committee believes that alimited increase of $5 million per year for public school
construction bonds will more accurately conform this present-law exception to current school
construction costs.

Further, the Committee wishes to encourage public-private partnerships to improve
educational opportunities. To permit public-private partnerships to reap the benefit of the implicit
subsidy to capital costs provided through tax-exempt financing, the Committee determined that is
appropriate to allow the issuance of tax-exempt private activity bonds for public school facilities.

Finally, the Committee believes it is appropriate to foster public school construction by
permitting the Federal Home Loan Bank Board to satisfy its present-law community development
reguirements in a more cost-effective manner -- by guaranteeing tax-exempt bonds for such
construction.

Explanation of Provisions

1. Increase amount of governmental bondsthat may be issued by gover nments qualifying
for the “small gover nmental unit” arbitrage rebate exception

The additional amount of governmental bonds for public schools that small governmental
units may issue without being subject to the arbitrage rebate requirement is increased from $5
million to $10 million. Thus, these governmental units may issue up to $15 million of
governmental bondsin a calendar year provided that at least $10 million of the bonds are used to
finance public school construction expenditures.

2. Allow issuance of tax-exempt private activity bondsfor public school facilities

The private activities for which tax-exempt bonds may be issued are expanded to include
elementary and secondary public school facilities which are owned by private, for-profit
corporations pursuant to public-private partnership agreements with a State or local educational
agency. Theterm school facility includes school buildings and functionally related and
subordinate land (including stadiums or other athletic facilities primarily used for school
events)>and depreciable personal property used in the school facility. The school facilities for
which these bonds are issued must be operated by a public educational agency as part of a system

%5 The present-law limit on the amount of the proceeds of a private activity bond issue that
may be used to finance land acquisition does not apply to these bonds.
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of public schools.

A public-private partnership agreement is defined as an arrangement pursuant to which the
for-profit corporate party constructs, rehabilitates, refurbishes or equips a school facility. The
agreement must provide that, at the end of the contract term, ownership of the bond-financed
property is transferred to the public school agency party to the agreement for no additional
consideration.

I ssuance of these bonds is subject to a separate annua per-State volume limit equal to the
greater of $10 per resident ($5 million, if greater) in lieu of the present-law State private activity
bond volume limits. Aswith the present-law State private activity bond volume limits, States
decide how to allocate the bond authority to State and local government agencies. Bond authority
that is unused in the year in which it arises may be carried forward for up to three years for public
school projects under rules similar to the carryforward rules of the present-law private activity
bond volume limits.

3. Permit limited Federal guarantees of school construction bonds by the Federal Housing
Finance Board

The Federal Housing Finance Board is permitted to authorize the regional Federa Home
Loan Banksin its system to guarantee limited amounts of public school bonds. Eligible bonds are
governmental bonds with respect to which 95 percent of more of the proceeds are used for public
school construction. The aggregate amount of bonds which may be guaranteed by all such Banks
pursuant to this provision is $500 million per year. The provision only modifies the Internal
Revenue Code; it does not modify the relevant provisions of the United States Code which govern
activities of the Federal Housing Finance Board and the Federal Home L oan Banks.

Effective Dates

These provisions relating arbitrage rebate requirements for public school bonds are
effective for bonds issued after December 31, 1999.

The provision relating to guarantees of public school construction bonds will become
effective upon enactment (after the date of enactment of the bill) of legidation authorizing the
Federal Housing Finance Board and Federal Home L oan Banks to provide the guarantees
permitted under the bill.

-08-



TITLEV. HEALTH CARE TAX RELIEF PROVISIONS

A. Above-the-Line Deduction for Health I nsurance Expenses
(sec. 501 of the bill and new sec. 222 of the Code)

Present L aw

Under present law, the tax treatment of health insurance expenses depends on the
individual’s circumstances. Self-employed individuals may deduct a portion of health insurance
expenses for the individual and his or her spouse and dependents. The deductible percentage of
health insurance expenses of a self-employed individual is 60 percent in 1999 through 2001; 70
percent in 2002; and 100 percent in 2003 and thereafter. The deduction for health insurance
expenses of self-employed individualsis not available for any month in which the taxpayer is
eligible to participate in a subsidized health plan maintained by the employer of the taxpayer or the
taxpayer's spouse. The deduction applies to qualified long-term care insurance premiums treated
as medical expenses under the itemized deduction for medical expenses, described below.

Employees can exclude from income 100 percent of employer-provided health insurance.

Individuals who itemize deductions may deduct their health insurance expenses only to the
extent that the total medical expenses of the individual exceed 7.5 percent of adjusted gross income
(sec. 213). Subject to certain dollar limitations, premiums for qualified long-term care insurance
are treated as medical expenses for purposes of the itemized deduction for medical expenses (sec.
213). The amount of qualified long-term care insurance premiums that may be taken into account
for 1999 is asfollows: $210 in the case of an individual 40 years old or less; $400 in the case of
an individual who is more than 40 but not more than 50; $800 in the case of an individual who is
more than 50 but not more than 60; $2,120 in the case of an individual who is more than 60 but not
more than 70; and $2,660 in the case of an individual who is more than 70. These dollar limits are
indexed for inflation.

Reasons for Change

The Committee believes that the present-law inequitiesin tax treatment of health insurance
expenses should be reduced. In addition, the Committee believes that providing an additional
incentive for the purchase of health insurance for those who pay for most of their health insurance
on an after-tax basis will encourage uninsured individuals to purchase health insurance for
themselves and their families.

Explanation of Provision

The provision provides an above-the-line deduction for a percentage of the amount paid
during the year for insurance which congtitutes medical care (as defined under sec. 213, other than
long-term care insurance treated as medical care under sec. 213) for the taxpayer and his or her
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spouse and dependents.*® The deductible percentage is. 25 percent in 2001, 2002, and 2003; 50
percent in 2004 and 2005; and 100 percent in 2006 and thereafter.>’

The deduction is not available to an individua for any month in which the individual is
covered under an employer-sponsored health plan if at least 50 percent of the cost of the coverage
ispaid or incurred by the employer.5® For purposes of thisrule, any amounts excludable from the
gross income of the employee under the exclusion for employer-provided health coverageis
treated as paid or incurred by the employer; thus, for example, health insurance purchased by an
employee through a cafeteria plan with salary reduction amountsis considered to be paid for by
the employer.>®

Except as provided below, in determining whether the 50-percent threshold is met, al
health plans of the employer in which the employee participates are treated as asingle plan. If the
employer pays for less than 50 percent of the cost of all health plans in which the individual
participates, the deduction is available only with respect to each plan with respect to which the
employer subsidy islessthan 50 percent. Cost is determined as under the health care continuation
rules.

The deduction is not available with respect to insurance providing coverage for accidents,
disability, dental care, vision care, or a specific disease or making payments of afixed amount per
day (or other period) on account of hospitalization. In addition, insurance providing such
coverage (and employer payments for such coverage) are not taken into account for purposes of the
50-percent rule.

The following examples illustrate the application of the 50-percent rule.

Example 1: Employee A participates in an employer-sponsored health plan. The annua

6 The deduction only applies to health insurance that constitutes medical care; it does not
apply to medical expenses. The deduction appliesto self-insured arrangements (provided such
arrangements congtitute insurance, e.g., there is appropriate risk-shifting) and coverage under
employer plans treated as insurance under section 104. As described below, the bill provides a
similar deduction for qualified long-term care insurance expenses.

5" The deduction is not available with respect to any amounts excludable from gross
income, e.g., slary reduction contributions used to purchase health insurance under a cafeteria
plan.

% Thisruleis applied separately with respect to qualified long-term care insurance.

%9 Excludable employer contributions to a health flexible spending arrangement or medical
savings account (including salary reduction contributions) are also considered amounts paid by the
employer for health insurance that constitutes medical care. Salary reduction contributions are not
considered to be amounts paid by the employee.
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cost for single coverage is $3,000, and the annual additional cost for coverage for A’s spouse and
dependentsis $1,000. The employer pays 100 percent of the cost of individual coverage, but does
not pay any additional amount for family coverage. A chooses family coverage. The total amount
the employer pays for the insurance is $3,000, which is 75 percent of the total cost of the coverage
($4,000). Thus, the deduction is not available.

Example 2: Employee B participates in two employer-sponsored health plans. One plan
provides major medical coverage. The cost of this plan is $2,000 per year. The employer pays
$one-half of the cost of thisplan. The second plan provides only dental insurance. The cost of the
dental plan is $300 per year, which is paid by the employee. In determining whether B is entitled
to the deduction, the dental planisdisregarded. Thus, the total cost of the health plansin which B
participates is $2,000. The employer pays for 50 percent of thistotal cost. B may not deduct her
share of the premium for the major medical plan, nor the cost of the dental insurance.

Example 3: Employee C participates in an employer-sponsored health plan. The cost of
the plan is $4,000. The employer pays $1,000 of the cost of the plan directly, and Employee C
pays the remainder of the $3,000 cost of the plan by salary reduction through a cafeteriaplan. The
$1,000 employer contribution and the $3,000 salary reduction contributions are all employer
payments. Thus, the employer pays for the entire cost of the plan, and the deduction is not
available.

The deduction is not available to individuals enrolled in Medicare, Medicaid, the Federal
Employees Health Benefit Program (“FEHBP”),®® Champus, VA, Indian Health Service, or
Children’s Health Insurance programs. Thus, for example, the deduction is not available with
respect to Medigap coverage, because such coverage is provided to individuals enrolled in
Medicare.

The provision authorizes the Secretary to prescribe rules necessary to carry out the
provision, including appropriate reporting requirements for employers.

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.

% This rule does not prevent individuals covered by the FEHBP from deducting premiums
for health care continuation coverage, provided the requirements for the deduction are otherwise
met.
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B. ProvisonsReatingtoLong-Term Carelnsurance
(secs. 501 and 502 of the bill, new sec. 222 of the Code and secs. 106 and 125 of the Code)

Present L aw

Tax treatment of health insurance and long-term car e insurance

Under present law, the tax treatment of health insurance expenses depends on the
individua’s circumstances. Self-employed individuals may deduct a portion of health insurance
expenses for the individual and his or her spouse and dependents. The deductible percentage of
health insurance expenses of a self-employed individual is 60 percent in 1999 through 2001; 70
percent in 2002; and 100 percent in 2003 and thereafter. The deduction for health insurance
expenses of self-employed individualsis not available for any month in which the taxpayer is
eligible to participate in a subsidized health plan maintained by the employer of the taxpayer or the
taxpayer's spouse. The deduction applies to qualified long-term care insurance premiums treated
as medical expenses under the itemized deduction for medical expenses, described below.

Employees can exclude from income 100 percent of employer-provided health insurance or
qualified long-term care insurance.

Individuals who itemize deductions may deduct their health insurance expenses only to the
extent that the total medical expenses of the individual exceed 7.5 percent of adjusted gross income
(sec. 213). Subject to certain dollar limitations, premiums for qualified long-term care insurance
are treated as medical expenses for purposes of the itemized deduction for medical expenses (sec.
213). The amount of qualified long-term care insurance premiums that may be taken into account
for 1999 is asfollows: $210 in the case of an individual 40 years old or less; $400 in the case of
an individual who is more than 40 but not more than 50; $800 in the case of an individual who is
more than 50 but not more than 60; $2,120 in the case of an individual who is more than 60 but not
more than 70; and $2,660 in the case of an individual who is more than 70. These dollar limits are
indexed for inflation.

Cafeteriaplans

Under present law, compensation generally isincludible in gross income when actually or
constructively received. An amount is constructively received by an individud if it is made
available to the individual or the individual has an election to receive such amount. Under one
exception to the general principle of constructive receipt, amounts are not included in the gross
income of a participant in a cafeteria plan described in section 125 of the Code solely because the
participant may elect among cash and certain employer-provided qualified benefits under the plan.
This constructive receipt exception is not available if the individual is permitted to revoke a
benefit election during a period of coverage in the absence of a change in family status or certain
other events.

In general, qualified benefits are certain specified benefits that are excludable from an
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employee’ s grossincome by reason of a specific provision of the Code. Thus, employer-provided
accident or health coverage, group-term life insurance coverage (whether or not subject to tax by
reason of being in excess of the dollar limit on the exclusion for such insurance), and benefits
under dependent care assistance programs may be provided through a cafeteriaplan. The cafeteria
plan exception from the principle of constructive receipt generally also applies for employment tax
(FICA and FUTA) purposes.®

Long-term care insurance cannot be provided under a cafeteria plan.

Flexible spending arrangements

A flexible spending arrangement (*FSA™) is areimbursement account or other arrangement
under which an employer pays or reimburses employees for medical expenses or certain other
nontaxable employer-provided benefits, such as dependent care. An FSA may be part of a
cafeteria plan and may be funded through salary reduction. FSAs may also be provided by an
employer outside a cafeteria plan. FSAs are commonly used, for example, to reimburse employees
for medical expenses not covered by insurance. Qualified long-term care services cannot be
provided through an FSA.

Reasonsfor Change

The Health Insurance Portability and Accountability Act of 1996 (“HIPAA™) included
provisions providing favorable tax treatment for qualified long-term care insurance. The Congress
enacted those provisionsin order to provide an incentive for individual s to take financial
responsibility for their long-term care needs. The Committee believes that further incentives are
appropriate for individuals to purchase their own qualified long-term care insurance. The
Committee also wishesto facilitate the purchase of quaified long-term care insurance through the
workplace.

Explanation of Provision

Deduction for qualified long-ter m car e insur ance expenses

The provision provides an above-the-line deduction for a percentage of the amount paid
during the year for long-term care insurance which constitutes medical care (as defined under sec.
213) for the taxpayer and his or her spouse and dependents.®?> The deductible percentageis: 25

61 Elective contributions under a qualified cash or deferred arrangement that is part of a
cafeteria plan are subject to employment taxes.

62 The deduction applies only to insurance that constitutes medical care; it would not apply
to long-term care insurance expenses. The deduction would apply to self-insured arrangements
(provided such arrangements constitute insurance, e.g., there is appropriate risk-shifting) and
coverage under employer plans treated as insurance under section 104. Another provision of the
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percent in 2001, 2002, and 2003; 50 percent in 2004 and 2005; and 100 percent in 2006 and
thereafter.®

The deduction is not available to an individua for any month in which the individual is
covered under an employer-sponsored health plan if at least 50 percent of the cost of the coverage
ispaid or incurred by the employer.®* For purposes of thisrule, any amounts excludable from the
gross income of the employee with respect to qualified long-term care insurance are treated as
paid or incurred by the employer. In determining whether the 50-percent threshold is met, all
plans of the employer providing long-term care in which the employee participates are treated as a
single plan. If the employer pays less than 50 percent of the cost of al long-term care plansin
which theindividua participates, the deduction is available only with respect to each plan with
respect to which the employer paysfor less than 50 percent of the cost. Cost is determined as
under the health care continuation rules.

The provision authorizes the Secretary to prescribe rules necessary to carry out the
provision, including appropriate reporting requirements for employers.

Provision of long-term carein a cafeteria plan

The provision provides that qualified long-term care insurance is a qualified benefit under
a cafeteria plan, to the extent that the insurance is treated as a medical expense under the itemized
deduction for medical expenses (i.e., to the extent the qualified long-term care insurance does not
exceed the premium limitations under sec. 213). The provision also provides that qualified long-
term care services may be provided under an FSA.%

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.

bill provides a similar deduction for health insurance expenses.

% The deduction is not available with respect to any amounts excludable from gross
income, e.g., salary reduction contributions used to purchase qualified long-term care insurance
under a cafeteria plan.

% Thisruleis applied separately with respect to health insurance.

% Excludable employer contributions to a flexible spending arrangement or a cafeteria
plan for qualified long-term care insurance or services are considered an amount paid by the
employer for long-term care insurance.
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C. Additional Personal Exemption for Caretakers
(sec. 503 of the bill and sec. 151 of the Code)

Present L aw

Present law does not provide an additional personal exemption based solely on the
custodial care of parents or grandparents. However, taxpayers with dependent parents generally
are able to claim a personal exemption for each of these dependents, if they satisfy five tests: (1) a
member of household or relationship test; (2) a citizenship test; (3) ajoint return test; (4) agross
income test; and (5) a support test. The taxpayer is also required to list each dependent’ s tax
identification number (the“TIN”) on the tax return.

The total amount of persona exemptions is subtracted (along with certain other items) from
adjusted grossincome (“AGI”) in arriving at taxable income. The amount of each personal
exemption is $2,750 for 1999, and is adjusted annually for inflation. For 1999, the total amount of
the personal exemptions is phased out for taxpayers with AGI in excess of $126,600 for single
taxpayers, $158,300 for heads of household, and $189,950 for married couplesfiling joint returns.
For 1999, the point at which ataxpayer’s personal exemptions are completely phased-out is
$249,100 for single taxpayers, $280,800 for heads of households, and $312,450 for married
couplesfiling joint returns.

Reasonsfor Change

Present law provides favorable tax treatment for long-term care insurance and services, but
does not provide similar tax relief for in-home care. The Committee understands that in-home care
may be preferable in some cases, and that individuals who care for family members with special
needs incur additional expenses. Thus, the Committee believes tax relief for in-home careis

appropriate.

Explanation of Provision

The bill provides taxpayers who maintain a household including one or more "qualified
persons’ with an additional personal exemption for each qualified person.

A "qualified person "is an individual who: (1) satisfies arelationship test, (2) satisfiesa
residency test, (3) satisfies an identification test, and (4) has been certified as having long-term
care needs. The individual satisfiesthe relationship test if the individual was the father or mother
of: () the taxpayer, (b) the taxpayer's spouse, or (c) aformer spouse of thetaxpayer. A
stepfather, stepmother, and ancestors of the father or mother are treated as a father or mother for
these purposes.

Anindividual satisfies the residency test if the individual had the same principal place of
abode as the taxpayer for the taxpayer's entire taxable year.
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Anindividual satisfiesthe identification test if the individual's name and taxpayer
identification number (“TIN") isincluded on the taxpayer's return for the taxable year.

In order to be aqualified individual, an individual must be certified before the due date of
the return for the taxable year (without extensions) by alicensed physician as having long-term
care needs for period which is at least 180 consecutive days and a portion of which occurs within
the taxable year. The certification must be made no more than 39-1/2 months before the due date
for the return (or within such other period as the Secretary has prescribed).

Under the provision, an individual has long-term care needsiif the individua is unableto
perform at least 2 activities of daily living (*ADLS") without substantial assistance from another
individual, due to aloss of functional capacity. Aswith the present-law rules relating to long-term
care, ADLs are: (1) eating; (2) toileting; (3) transferring; (4) bathing; (5) dressing; and (6)
continence. Substantial assistance includes hands-on assistance (that is, the physical assistance of
another person without which the individual is unable to perform the ADL) and stand-by assistance
(that is, the presence of another person within arm'’ s reach of the individual that is necessary to
prevent, by physical intervention, injury to the individual when performing the ADL).

As an aternative to the 2-ADL test described above, an individua is considered to have
long-term care needs if he or she (1) requires substantial supervision for at least 6 months to be
protected from threats to health and safety due to severe cognitive impairment and (2) is unable for
at least 6 months to perform at least one or more ADLs or to engage in age appropriate activities
as determined under regulations prescribed by the Secretary of the Treasury in consultation with
the Secretary of Health and Human Services.

The bill provides that ataxpayer is treated as maintaining a household for any period only
if over one-half of the cost of maintaining the household for such period is furnished by such
taxpayer or, if such taxpayer is married, by such taxpayer and the taxpayer’s spouse. The bill also
provides that taxpayers who are married at the end of the taxable year must file ajoint return to
receive the credit unless they lived apart from their respective spouse for the last six months of the
taxable year and the individua claiming the credit (1) maintained as his or her home a household
for the qualified person for the entire taxable year and (2) furnished over one-half of the cost of
maintaining that household in that taxable year. Finally, the bill provides that ataxpayer legally
separated from his or her spouse under a decree of divorce or of separate maintenance will not be
considered married for purposes of this provision.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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D. Add Certain Vaccines Against Streptococcus Pneumoniae
totheList of Taxable Vaccines
(sec. 504 of the bill and secs. 4131 and 4132 of the Code)

Present L aw

A manufacturer’ s excise tax isimposed at the rate of 75 cents per dose (sec. 4131) on the
following vaccines recommended for routine administration to children: diphtheria, pertussis,
tetanus, measles, mumps, rubella, polio, HIB (haemophilus influenzatype B), hepatitis B,
varicella (chicken pox), and rotavirus gastroenteritis. The tax applied to any vaccine that isa
combination of vaccine components equals 75 cents times the number of componentsin the
combined vaccine.

Amounts equal to net revenues from this excise tax are deposited in the Vaccine Injury
Compensation Trust Fund (“Vaccine Trust Fund”) to finance compensation awards under the
Federal Vaccine Injury Compensation Program for individuals who suffer certain injuries
following administration of the taxable vaccines. This program provides a substitute Federal, “no
fault” insurance system for the State-law tort and private liability insurance systems otherwise
applicable to vaccine manufacturers and physicians. All personsimmunized after September 30,
1988, with covered vaccines must pursue compensation under this Federal program before
bringing civil tort actions under State law.

Reasonsfor Change

Streptococcus pneumoniae (often referred to as pneumococcus) is a bacteriathat can cause
bacterial meningitis, abrain or spinal cord infection, bacteremia, a bloodstream infection, and
otitis media (ear infection). The Committee understands that each year in the United States,
pneumococcal disease accounts for an estimated 3,000 cases of bacterial meningitis, 50,000 cases
of bacteremia, 500,000 cases of pneumonia, and 7 million cases of otitis mediaamong al age
groups. The Committee understands that, while there currently is a vaccine effective in preventing
pneumococcal diseases in adults, that vaccine, a polysaccaride vaccine, does not induce an
adequate immune response in young children and therefore does not protect children against these
diseases. The Committee further understands that the Food and Drug Administration’s (the
“FDA") is expected to approve a new, sugar protein conjugate vaccine against the disease and the
Centers for Disease Control is expected to recommend this conjugate vaccine for routine
inoculation of children. The Committee believes American children will benefit from wide use of
this new vaccine. The Committee believes that, by including the new vaccine with those presently
covered by the Vaccine Trust Fund, greater application of the vaccine will be promoted. The
Committee, therefore, believesit is appropriate to add the conjugate vaccine against streptococcus
pneumoniae to the list of taxable vaccines.

The Committee is aware that the Vaccine Trust Fund has a current cash-flow surplusin
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excess of $1.3 billion dollars.®® The Committee, therefore, feelsit is appropriate to reduce the
rate of tax applied to all vaccines. However, the Committee thinksit is prudent to gather more
detailed information on the operation of the Vaccine Injury Compensation Program and likely
future claims to assess the adequacy of the Vaccine Trust Fund. Therefore, the Committee finds it
appropriate to direct the Comptroller General of the United States to report on the operation and
management of expenditures from the Vaccine Trust Fund and to advise the Committee on the
adequacy of the Vaccine Trust Fund to meet future claims under the Federal Vaccine Injury
Compensation Program.

Explanation of Provision

The bill adds any conjugate vaccine against streptococcus pneumoniae to the list of taxable
vaccines. The bill also changes the effective date enacted in Public Law 105-277 and certain other
conforming amendments to expenditure purposes to enable certain payments to be made from the
Trust Fund.

The bill also reduces the rate of tax applicable to all taxable vaccines from 75 cents per
dose to 25 cents per dose for sales of vaccines after December 31, 2004.

In addition, the bill directs the General Accounting Office (*GAQ”) to report to the House
Committee on Ways and Means and the Senate Committee on Finance on the operation and
management of expenditures from the Vaccine Trust Fund and to advise the Committees on the
adequacy of the Vaccine Trust Fund to meet future claims under the Federa Vaccine Injury
Compensation Program.

Within its report, to the greatest extent possible, the Committee would like to see a
thorough statistical report of the number of claims submitted annually, the number of claims settled
annually, and the value of settlements. The Committee would like to learn about the statistical
distribution of settlements, including the mean and median values of settlements, and the extent to
which the value of settlements varies with an injury attributed to an identifiable vaccine. The
Committee also would like to learn about the settlement process, including a statistical distribution
of the amount of time required from the initial filing of aclaim to afinal resolution.

The Code provides that certain administrative expenses may be charged to the Vaccine
Trust Fund. The Committee intends that the GA O report include an analysis of the overhead and
administrative expenses charged to the Vaccine Trust Fund.

The GAO isdirected to report its findings to the House Committee on Ways and Means and
the Senate Committee on Finance within one year of the date of enactment.

Effective Date

% Joint Committee on Taxation, Schedule of Present Federal Excise Taxes (as of January
1, 1999) (JCS-2-99), March 29, 1999, p. 48.
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The provision is effective for vaccine purchases beginning on the day after the date on
which the Centers for Disease Control make final recommendation for routine administration of
conjugated streptococcus pneumonia vaccines to children. No floor stockstax isto be collected
for amounts held for sale on that date. For sales on or before the date on which the Centers for
Disease Control make final recommendation for routine administration of conjugate streptococcus
pneumonia vaccines to children for which delivery is made after such date, the delivery date is
deemed to be the sale date. The addition of conjugate streptococcus pneumoniae vaccines to the
list of taxable vaccinesis contingent upon the inclusion in this legidation of the modificationsto
Public Law 105-277.

The provision to reduce the rate of tax to 25 cents per dose would be effective for sales
after December 31, 2004. No floor stocks refunds would be permitted for vaccines held on
December 31, 2004. For the purpose of determining the amount of refund of tax on avaccine
returned to the manufacturer or importer, for vaccines returned after August 31, 2004 and before
January 1, 2005, the amount of tax assumed to have been paid on the initial purchase of the
returned vaccine is not to exceed $0.25 per dose.
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TITLEVI. SMALL BUSINESSTAX RELIEF PROVISIONS

A. Accelerate 100-Per cent Self-Employed Health Insurance Deduction
(sec. 601 of the bill and sec. 162(l) of the Code)

Present L aw

Under present law, the tax treatment of health insurance expenses depends on the
individual’s circumstances. Self-employed individuals may deduct a portion of health insurance
expenses for the individual and his or her spouse and dependents. The deductible percentage of
health insurance expenses of a self-employed individual is 60 percent in 1999 through 2001, 70
percent in 2002, and 100 percent in 2003 and thereafter. The deduction for health insurance
expenses of self-employed individualsis not available for any month in which the taxpayer is
eligible to participate in a subsidized health plan maintained by the employer of the taxpayer or the
taxpayer's spouse.

Employees can exclude from income 100 percent of employer-provided health insurance.

Individua s who itemize deductions may deduct their health insurance expenses only to the
extent that the total medical expenses of the individual exceed 7.5 percent of adjusted grossincome
(sec. 213). Subject to certain dollar limitations, premiums for qualified long-term care insurance
are treated as medical expenses for purposes of the itemized deduction for medical expenses (sec.
213). The amount of qualified long-term care insurance premiums that may be taken into account
for 1999 are as follows: $210 in the case of an individual 40 years old or less; $400 in the case of
an individual who is over 40 but not more than 50; $800 in the case of an individua who is more
than 50 but not more than 60; $2,120 in the case of an individua who is more than 60 but not more
than 70; and $2,660 in the case of an individual who is more than 70. These dollar limits are
indexed for inflation.

The self-employed health deduction also applies to qualified long-term care insurance
premiums treated as medical care for purposes of the itemized deduction for medical expenses.

Reasons for Change

The Committee believesit appropriate to eliminate the disparate treatment of employer-
provided health care and health insurance expenses of self-employed individuals as soon as
possible.

Explanation of Provision

Beginning in 2000, the provision increases the deduction for health insurance expenses
(and qualified long-term care insurance expenses) of self-employed individuals to 100 percent.

Effective Date
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The provision is effective for taxable years beginning after December 31, 1999.
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B. Increase Section 179 Expensing
(sec. 602 of the bill and sec. 179 of the Code)

Present L aw

Present law provides that, in lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $19,000 (for taxable years beginning in
1999) of the cost of qualifying property placed in service for the taxable year (sec. 179). In
general, qualifying property is defined as depreciabl e tangible personal property that is purchased
for use in the active conduct of atrade or business. The $19,000 amount is reduced (but not below
zero) by the amount by which the cost of qualifying property placed in service during the taxable
year exceeds $200,000. In addition, the amount eligible to be expensed for ataxable year may not
exceed the taxable income for ataxable year that is derived from the active conduct of atrade or
business (determined without regard to this provision). Any amount that is not allowed as a
deduction because of the taxable income limitation may be carried forward to succeeding taxable
years (subject to similar limitations).

The $19,000 amount is increased to $25,000 for taxable years beginning in 2003 and
thereafter. Theincreaseis phased in asfollows: for taxable years beginning in 2000, the amount is
$20,000; for taxable years beginning in 2001 or 2002, the amount is $24,000; and for taxable years
beginning in 2003 and thereafter, the amount is $25,000.

Reasons for Change

The Committee believes that section 179 expensing provides two important benefits for
small business. First, it lowersthe cost of capital for tangible property used in atrade or business.
Second, it eliminates depreciation recordkeeping requirements with respect to expensed property.
In order to increase the value of these benefits, the Committee bill increases the amount allowed to
be expensed under section 179 to $30,000.

Explanation of Provision

The provision provides that the maximum dollar amount that may be deducted under
section 179 isincreased to $30,000 for taxable years beginning in 2000 and thereafter, without the
present-law phase-in rule.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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C. Repeal of Temporary Federal Unemployment Surtax
(sec. 603 of the bill and sec. 3301 of the Code)

Present L aw

The Federa Unemployment Tax Act (“FUTA”) imposes a 6.2-percent gross tax rate on the
first $7,000 paid annually by covered employers to each employee. Employersin States with
programs approved by the Federal Government and with no delinquent Federal loans may credit
5.4-percentage points against the 6.2-percent tax rate, making the minimum, net Federal
unemployment tax rate 0.8 percent. Since all States currently have approved programs, 0.8 percent
isthe Federal tax rate that generally applies. This Federal revenue finances administration of the
unemployment system, half of the Federal-State extended benefits program, and a Federal account
for State loans. The States use the revenue turned back to them by the 5.4-percent credit to finance
their regular State programs and half of the Federal-State extended benefits program.

In 1976, Congress passed a temporary surtax of 0.2 percent of taxable wages to be added
to the permanent FUTA tax rate. Thus, the current 0.8-percent FUTA tax rate has two components:
a permanent tax rate of 0.6 percent, and atemporary surtax rate of 0.2 percent. The temporary
surtax subsequently has been extended through 2007.

Reasons for Change

Because current projections indicate that the overall funding levels in the unemployment
trust funds can be maintained at adequate levels without the 0.2-percent surtax, the Committee
believes that the surtax should be repealed. Also, the Committee believes that the repea will
reduce the tax burden on businesses subject to the surtax.

Explanation of Provision

The bill repeals the temporary FUTA surtax after December 31, 2004.

Effective Date

The provision is effective for labor performed on or after January 1, 2005.
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D. Coordinate Farmer Income Averaging and the Alter native Minimum Tax
(sec. 604 of the bill and sec. 55 of the Code)

Present L aw

Anindividual taxpayer may elect to compute his or her current year tax liability by
averaging, over the prior three-year period, all or portion of his or her taxable income from the
trade or business of farming. The averaging election is not coordinated with the alternative
minimum tax. Thus, some farmers may become subject to the alternative minimum tax solely asa
result of the averaging election.

Reasons for Change

The Committee believes that farmer income averaging should be coordinated with the
alternative minimum tax so that afarmer’s alternative minimum tax liability is not increased solely
because he or she elects income averaging.

Explanation of Provison

The provision coordinates farmer income averaging with the alternative minimum tax. A
farmer electing to average his or her farm income will owe alternative minimum tax only to the
extent he or she would have owed aternative minimum tax had averaging not been elected. Thisis
achieved by excluding the impact of the el ection to average farm income from the calculation of
both regular tax and tentative minimum tax, solely for the purpose of determining alternative
minimum tax.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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E. Farm and Ranch Risk Management Accounts
(sec. 605 of the bill and sec. 468C of the Code)

Present L aw
Thereisno provision in present law allowing the elective deferral of farm income.

Reasonsfor Change

The Committee believes that farmers should be encouraged to set aside a portion of their
earnings during good years to provide for their support during those future years when they may be
less successful.

Explanation of Provision

The bill alows taxpayers engaged in an eligible farming business to establish Farm and
Ranch Risk Management (FARRM) accounts. An eligible farming businessis any trade or
business of farming in which the taxpayer actively participates, including the operation of a
nursery or sod farm or the raising or harvesting of crop-bearing or ornamental trees®.

Contributions to a FARRM account are deductible and are limited to 20 percent of the
taxable income that is attributable to the eligible farming business. The deduction isto be taken
into account in determining adjusted gross income and will reduce income attributable to farming
for al purposes other than the determination of the 20 percent of eligible farm income limitation on
contributions to a FARRM account. Contributions will be deemed to have been made on the last
day of the taxable year if made on or before the due date (without regard to extensions) of the
taxpayer’ s return for that year.

A FARRM account is taxed as a grantor trust and any earnings are required to be
distributed currently. Thus, any income earned in the FARRM account is taxed currently to the
farmer who established the account.

Contributionsto a FARRM account do not reduce earnings from self-employment.
Accordingly, distributions are not included in self-employment income.

Amounts may remain on deposit in aFARRM account for five years. Any amount that has
not been distributed by the close of the fourth year following the year of deposit is deemed to be
distributed and includible in the gross income of the account owner. Distributions for the year are
considered to first be made from the earnings that are required to be distributed. Additional
amounts distributed for the year are considered to be made from the oldest deposits.

57 An evergreen tree that is more than 6 years old when severed from the roots (and thus
eligible for captia gains treatment on cutting) is not considered an ornamental tree for this
purpose.

-115-



A FARRM account may not be maintained by a taxpayer who has ceased to engage in an
eligible farming business. If the taxpayer does not engage in an eligible farming business during
two consecutive taxabl e years, the balance in the FARRM account is deemed to be distributed to
the taxpayer on the last day of such two year period.

If the taxpayer who established the FARRM account dies, and the taxpayer’s surviving
spouse acquires the taxpayer’ s interest in the FARRM account by reason of being designated as the
beneficiary of the account at the death of the taxpayer, the surviving spouse will “step into the
shoes’ of the deceased taxpayer with respect to the FARRM account. In other cases, the account
will ceaseto be a FARRM account on the date of the taxpayer’s death and the balance in the
account will be deemed distributed to the taxpayer on the date of death.

A FARRM account isatrust that is created or organized in the United States for the
exclusive benefit of the taxpayer who establishesit. The trustee must be a bank or other person
who demonstrates to the satisfaction of the Secretary that it will administer the trust in a manner
consistent with the requirements of the section. At al times, the assets of the trust must consist
entirely of cash and obligations which have adequate stated interest (as defined in section
1274(c)(2)) and which pay such adequate interest not less often than annually. The trust must
distribute al income currently, and its assets may not be commingled except in acommon trust
fund or common investment fund. Additiona protections, including rules preventing the trust from
engaging in prohibited transactions or from being pledged as security for aloan, are provided.

Penalties apply in the case of excess contributions and failures to make required
distributions.

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.
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TITLEVII. ESTATE AND GIFT TAX RELIEF

A. Reduce Estate, Gift, and Generation-Skipping Transfer Taxes
(secs. 701-702 of the bill and secs. 2001 and 2010 of the Code)

Present L aw

A gift tax isimposed on lifetime transfers and an estate tax isimposed on transfers at death.
The gift tax and the estate tax are unified so that a single graduated rate schedule appliesto
cumulative taxable transfers made by ataxpayer during hisor her lifetime and at death. The
unified estate and gift tax rates begin at 18 percent on the first $10,000 in cumulative taxable
transfers and reach 55 percent on cumulative taxable transfers over $3 million. In addition, a5-
percent surtax isimposed on cumulative taxable transfers between $10 million and the amount
necessary to phase out the benefits of the graduated rates.

A unified credit is available with respect to taxable transfers by gift and at death. The
unified credit amount effectively exempts from tax atotal of $650,000 in 1999, $675,000 in 2000
and 2001, $700,000 in 2002 and 2003, $850,000 in 2004, $950,000 in 2005, and $1 millionin
2006 and thereafter.

A generation-skipping transfer (“GST”) tax generaly isimposed on transfers, either
directly or through atrust or smilar arrangement, to a“skip person” (i.e., abeneficiary in a
generation more than one generation below that of the transferor). Transfers subject to the GST tax
include direct skips, taxable terminations, and taxable distributions. The GST tax isimposed at
the top estate and gift tax rate (which, under present law, is 55 percent) on cumulative generation-
skipping transfersin excess of $1 million (indexed beginning in 1999).

Reasonsfor Change

The Committee believes that the estate, gift, and GST taxes are unduly burdensome on all
taxpayers. The Committee, therefore, believesit is appropriate to lessen the estate, gift, and GST
tax burden on taxpayers.

Explanation of Provision

Beginning in 2001, the 5-percent surtax, which phases out the graduated rates, and the rates
in excess of 50 percent are repealed. Beginning in 2004, the unified credit is replaced with a
unified exemption. Beginning in 2007, the unified exemption amount is increased from $1 million
to $1.5 million.

Effective Date

The 5-percent surtax and the rates in excess of 50 percent are repealed for estates of
decedents dying and gifts and generation-skipping transfers made after December 31, 2000. The
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unified credit is replaced with a unified exemption for estates of decedents dying and gifts made
after December 31, 2003. The unified exemption amount isincreased to $1.5 million for estates of
decedents dying and gifts made after December 31, 2006.
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B. Expand Estate Tax Rulefor Conservation Easements
(sec. 711 of the bill and sec. 2031 of the Code)

Present L aw

An executor may elect to exclude from the taxable estate 40 percent of the value of any land
subject to a qualified conservation easement, up to a maximum exclusion of $100,000 in 1998,
$200,000 in 1999, $300,000 in 2000, $400,000 in 2001, and $500,000 in 2002 and thereafter (sec.
2031(c)). The exclusion percentage is reduced by 2 percentage points for each percentage point
(or fraction thereof) by which the value of the qualified conservation easement is less than 30
percent of the vaue of the land (determined without regard to the value of such easement and
reduced by the value of any retained development right).

A qualified conservation easement is one that meets the following requirements. (1) the
land is located within 25 miles of a metropolitan area (as defined by the Office of Management
and Budget) or anational park or wilderness area, or within 10 miles of an Urban National Forest
(as designated by the Forest Service of the U.S. Department of Agriculture); (2) the land has been
owned by the decedent or a member of the decedent’ s family at all times during the three-year
period ending on the date of the decedent’ s death; and (3) a qualified conservation contribution
(within the meaning of sec. 170(h)) of aqualified real property interest (as generally defined in
sec. 170(h)(2)(C)) was granted by the decedent or a member of his or her family. For purposes of
the provision, preservation of a historically important land area or a certified historic structure
does not qualify as a conservation purpose.

In order to qudify for the exclusion, a qualifying easement must have been granted by the
decedent, a member of the decedent’ s family, the executor of the decedent’ s estate, or the trustee of
atrust holding the land, no later than the date of the election. To the extent that the value of such
land is excluded from the taxable estate, the basis of such land acquired at death is a carryover
basis (i.e., the basisis not stepped-up to its fair market value at death). Property financed with
acquisition indebtedness is eligible for this provision only to the extent of the net equity in the
property. The exclusion from estate taxes does not extend to the value of any development rights
retained by the decedent or donor.

Reasonsfor Change

The Committee believes that expanding the availability of qualified conservation
easements will further ease existing pressures to develop or sell environmentally significant land
in order to raise fundsto pay estate taxes and would, thereby, advance the preservation of such
land. The Committee also believesit appropriate to clarify the date for determining easement
compliance.

Explanation of Provision

The bill expands the availability of qualified conservation easements by increasing from
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25 to 50 miles the distance within which the land must be situated from a metropolitan area,
national park, or wilderness areain order to be a qualified conservation easement. The bill also
clarifies that the date for determining easement compliance is the date on which the donation was
made.

Effective Date

The provision clarifying the date for determining easement compliance is effective for
estates of decedents dying after December 31, 1997. The provision expanding the distance ruleis
effective for estates of decedents dying after December 31, 1999.
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C. Increase Annual Gift Exclusion (sec. 721 of the bill and sec. 2503 of the Code)
Present L aw

An annual exclusion of $10,000 of transfers of present interestsin property is provided for
each donee. If the non-donor spouse consents to split the gift with the donor spouse, the annual
exclusion is $20,000 for each donee. Unlimited transfers between spouses are permitted without
imposition of agift tax. In the case of gifts made after 1998, the $10,000 amount is increased by a
cost-of -living adjustment.

Reasonsfor Change

The gift tax annual exclusion was increased in 1981, from $3,000 to $10,000 for each
donee.® Moreover, notwithstanding the inflation adjustment provided for gifts made in a calendar
year after 1998,% the Committee finds that the benefit of the annual exclusion has eroded over time.
Thus, the Committee believes that the amount of the gift tax annua exclusion should be increased.

Explanation of Provision

The gift tax annual exclusion for each doneeisincreased as follows: to $12,000 for 2001,
to $13,500 for 2002, to $15,000 for 2003, to $16,500 for 2004, to $18,000 for 2005, and to
$20,000 for 2006.

Effective Date

The annual gift tax exclusion isincreased as follows: to $12,000, for each donee, for gifts
made after December 31, 2000, but before January 1, 2002; to $13,500 for gifts made after
December 31, 2001, but before January 1, 2003; to $15,000 for gifts made after December 31,
2002, but before January 1, 2004; to $16,500 for gifts made after December 31, 2003, but before
January 1, 2005; to $18,000 for gifts made after December 31, 2004, but before January 1, 2006,
and to $20,000 for gifts made after December 31, 2005, and thereafter.

63 pL.97-34 (August 13, 1981).
6 Sec. 2503(b)(2); P.L. 105-34 (August 5, 1997).
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D. Simplification of Generation-Skipping Transfer (*GST”) Tax

1. Retroactive allocation of the GST tax exemption (sec. 731 of the bill and sec. 2632 of the
Code)

Present L aw

A GST tax generaly isimposed on transfers, either directly or through atrust or smilar
arrangement, to a“ skip person” (i.e., abeneficiary in a generation more than one generation below
that of the transferor). Transfers subject to the GST tax include direct skips, taxable terminations,
and taxable distributions. An exemption of $1 million (indexed beginning in 1999) is provided for
each person making generation-skipping transfers. The exemption may be alocated by a transferor
(or his or her executor) to transferred property.

A direct skip is any transfer subject to estate or gift tax of an interest in property to a skip
person. A skip person may be anatural person or certain trusts. All persons assigned to the
second or more remote generation below the transferor are skip persons (e.g., grandchildren and
great-grandchildren). Trusts are skip personsif (1) al interestsin the trust are held by skip
persons, or (2) no person holds an interest in the trust and at no time after the transfer may a
distribution (including distributions and terminations) be made to a non-skip person.

A taxable termination is atermination (by death, |apse of time, release of power, or
otherwise) of an interest in property held in trust unless, immediately after such termination, a non-
skip person has an interest in the property, or unless at no time after the termination may a
distribution (including a distribution upon termination) be made from the trust to a skip person. A
taxable distribution is a distribution from a trust to a skip person (other than a taxable termination
or direct skip). If atransferor allocates GST tax exemption to atrust prior to the taxable
termination or taxable distribution, GST tax may be avoided.

A transferor likely will not allocate GST tax exemption to atrust that the transferor expects
will benefit only non-skip persons. However, if ataxable termination occurs because, for
example, the transferor’ s child unexpectedly dies such that the trust terminates in favor of the
transferor’ s grandchild, and GST tax exemption had not been allocated to the trust, then GST tax
would be due even if the transferor had unused GST tax exemption.

Reasons for Change

The Committee recognizes that when a transferor does not expect a beneficiary in the
second generation (e.g., the transferor’ s child) to die before the termination of atrust, the
transferor likely will not allocate GST tax exemption to the transfer to the trust. If atransferor
knew, however, that the transferor’ s child might predecease the transferor and that there could be a
taxable termination as a result thereof, the transferor likely would have allocated GST tax
exemption at the time of the transfer to the trust. The Committee believesit is appropriate to
provide that when there is an unnatural order of death (e.g., when a beneficiary in the second
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generation dies before the first generation transferor), the transferor may allocate GST tax
exemption retroactively to the date of the respective transfer to trust.

Explanation of Provision

The bill alows the retroactive allocation of GST exemption when there is an unnatural
order of death. Under the provision, if alineal descendant of the transferor predeceases the
transferor, then the transferor may allocate any unused GST exemption to any previous transfer or
transfersto the trust on achronological basis. The provision permits atransferor to retroactively
allocate GST exemption to atrust where a beneficiary (@) is anon-skip person, (b) isalineal
descendant of the transferor’ s grandparent or a grandparent of the transferor’ s spouse, (c) isa
generation younger than the generation of the transferor, and (d) dies before the transferor.
Exemption is alocated under this rule retroactively, and the applicable fraction and inclusion ratio
are determined based on the value of the property on the date the property was transferred to a
trust.

Effective Date

The provision applies to deaths of non-skip persons occurring after the date of enactment.

2. Severing of trusts holding property having an inclusion ratio of greater than zero (sec. 732
of the bill and sec. 2642 of the Code)

Present Law

A generation-skipping transfer tax (“GST tax”) generally isimposed on transfers, either
directly or through atrust or smilar arrangement, to a“skip person” (i.e., abeneficiary in a
generation more than one generation below that of the transferor). Transfers subject to the GST tax
include direct skips, taxable terminations, and taxable distributions. An exemption of $1 millionis
provided for each person making generation-skipping transfers. The exemption may be allocated
by atransferor (or hisor her executor) to transferred property.

If the value of transferred property exceeds the amount of the GST exemption alocated to
that property, then the GST tax generdly is determined by multiplying aflat tax rate equa to the
highest estate tax rate (which is currently 55 percent) by the “inclusion ratio” and the value of the
taxable property at the time of the taxable event. The “inclusion ratio” is the number one minus the
“applicable fraction.” The applicable fraction is afraction calculated by dividing the amount of
the GST exemption allocated to the property by the value of the property.

Under Treas. Reg. 26.2654-1(b), atrust may be severed into two or more trusts (e.g., one
with aninclusion ratio of zero and one with an inclusion ratio of one) only if (1) thetrustis
severed according to a direction in the governing instrument or (2) the trust is severed pursuant to
the trustee’ s discretionary powers, but only if certain other conditions are satisfied (e.g., the
severance occurs or areformation proceeding begins before the estate tax return is due). Under
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current Treasury regulations, however, atrustee cannot establish inclusion ratios of zero and one
by severing atrust that is subject to the GST tax after the trust has been created.

Reasons for Change

If atrust has an inclusion ratio between zero and one, every distribution from the trust is
subject to tax at areduced rate. Complexity in thisregard can be reduced if a GST trust is treated
as two separate trusts for GST tax purposes—one with an inclusion ratio of zero and one with an
inclusion ratio of one. Thisresult can be achieved by drafting complex documents in order to meet
the specific requirements of severance. The Committee believesit is appropriate to make the rules
regarding severance less burdensome and less complex.

Explanation of Provision

The bill allows atrust to be severed in a“qualified severance.” A qualified severanceis
defined as the division of asingle trust and the creation of two or more trustsif (1) the single trust
was divided on afractional basis, and (2) the terms of the new trusts, in the aggregate, provide for
the same succession of interests of beneficiaries as are provided in the original trust. If atrust has
an inclusion ratio of greater than zero and less than one, a severance is a qualified severance only
if the single trust is divided into two trusts, one of which receives a fractional share of the total
value of all trust assets equal to the applicable fraction of the single trust immediately before the
severance. In such case, the trust receiving such fractional share shall have an inclusion ratio of
zero and the other trust shall have an inclusion ratio of one. Under the provision, atrustee may
elect to sever atrust in aqualified severance at any time.

Effective Date

The provision is effective for severances of trusts occurring after the date of enactment.
3. Modification of certain valuation rules (sec. 733 of the bill and sec. 2642 of the Code)
Present L aw

Under present law, the inclusion ratio is determined using gift tax values for allocations of
GST tax exemption made on timely filed gift tax returns. The inclusion ratio generaly is
determined using estate tax values for alocations of GST tax exemption made to transfers at death.
Treas. Reg. 26.2642-5(b) provides that, with respect to taxable terminations and taxable
distributions, the inclusion ratio becomes final on the later of the period of assessment with respect
to the first transfer using the inclusion ratio or the period for assessing the estate tax with respect to
the transferor’ s estate.

Reasons for Change

The Committee believesit is appropriate to clarify the valuation rules relating to timely
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and automatic alocations of GST tax exemption.

Explanation of Provision

The bill provides that, in connection with timely and automatic allocations of GST transfer
tax, the value of the property for purposes of determining the inclusion ratio shall beitsfinally
determined gift tax value or estate tax value depending on the circumstances of the transfer. In the
case of an alocation deemed to be made at the conclusion of an estate tax inclusion period, the
value for purposes of determining the inclusion ratio shall beits value at that time.

Effective Date

The provision is effective as though included in the amendments made by section 1431 of
the Tax Reform Act of 1986.

4. Relief from late elections (sec. 734 of the bill and sec. 2642 of the Code)
Present L aw

Under present law, an election to allocate GST tax exemption to a specific transfer may be
made at any time up to the time for filing the transferor’ s estate tax return. 1f an allocation is made
on agift tax return filed timely with respect to the transfer to trust that is not adirect skip, then the
value on the date of transfer to the trust is used for determining GST tax exemption allocation.
However, if the allocation relating to a such transfer is not made on atimely-filed gift tax return,
then the value on the date of alocation must be used. Thereis no statutory provision allowing
relief for an inadvertent failure to make an election on atimely-filed gift tax return to allocate GST
tax exemption. Current Treasury regulations may permit relief from failure to make an election
only if relief isrequested, under certain circumstances, within 6 months of the date of the failure.

Reasons for Change

The Committee believesit is appropriate for the Treasury Secretary to grant extensions of
time to make an election to alocate GST tax exemption and to grant exceptions to the statutory time
requirement in appropriate circumstances, e.g., when the taxpayer intended to alocate GST tax
exemption and the failure to timely alocate GST tax exemption was inadvertent.

Explanation of Provision

The bill authorizes and directs the Treasury Secretary to grant extensions of time to make
the election to allocate GST tax exemption and to grant exceptions to the time requirement. When
such relief is granted, the value on the date of transfer to atrust is used for determining GST tax
exemption allocation.

In determining whether to grant relief for late el ections, the Treasury Secretary is directed
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to consider al relevant circumstances, including evidence of intent contained in the trust
instrument or instrument of transfer and such other factors as the Treasury Secretary deems
relevant. For purposes of determining whether to grant relief, the time for making the allocation
(or election) istreated asif not expressly prescribed by statute.

Effective Date

The provision to provide relief from late el ections applies to requests pending on, or filed
after, the date of enactment.”

5. Substantial compliance (sec. 734 of the bill and sec. 2642 of the Code)
Present L aw
Under present law, there is no statutory rule which provides that substantial compliance
with the statutory and regulatory requirements for allocating GST tax exemption will sufficeto
establish that GST tax exemption was allocated to a particular transfer or trust.

Reasonsfor Change

The Committee recognizes that the rules and regulations regarding the allocation of GST
tax exemption are complex. Thus, it is often difficult for taxpayers to comply with the technical
requirements for making a proper election to allocate GST tax exemption. The Committee
therefore believesit is appropriate to provide that GST tax exemption will be allocated when a
taxpayer substantially complies with the rules and regulations for alocating GST tax exemption.

Explanation of Provision

The hill providesthat substantial compliance with the statutory and regulatory
requirements for allocating GST tax exemption is sufficient to establish that GST tax exemption
was allocated to a particular transfer or a particular trust. In determining whether there has been
substantial compliance, al relevant circumstances would be considered, including evidence of
intent contained in the trust instrument or instrument of transfer and such other factors asthe
Treasury Secretary deems appropriate.

Effective Date

The substantial compliance provisions are effective on the date of enactment and apply to
allocations made prior to such date for purposes of determining the tax consequences of
generation-skipping transfers with respect to which the period of time for filing claims for refund

" No implication is intended with respect to the application of arule of substantial
compliance prior to enactment of this provision.
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has not expired.”™

> No implication isintended with respect to the application of arule of substantial
compliance prior to enactment of this provision.
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TITLE VIII. TAX-EXEMPT ORGANIZATION PROVISIONS

A. Provide Tax Exemption for Organizations Created by a State to Provide
Property and Casualty Insurance Coverage for Property for Which
Such Coverage Is Otherwise Unavailable
(sec. 801 of the bill and sec. 501(c)(28) of the Code)

Present Law

A life insurance company is subject to tax on its life insurance company taxable income,
which isitslife insurance income reduced by life insurance deductions (sec. 801). Similarly, a
property and casualty insurance company is subject to tax on its taxable income, which is
determined as the sum of its underwriting income and investment income (as well as gains and
other income items) (sec. 831). Present law provides that the term “corporation” includes an
insurance company (sec. 7701(a)(3)).

In generd, the Internal Revenue Service (“IRS’) takes the position that organizations that
provide insurance for their members or other individuals are not considered to be engaged in a
tax-exempt activity. The IRS maintains that such insurance activity is either (1) aregular business
of akind ordinarily carried on for profit, or (2) an economy or convenience in the conduct of
members businesses because it relieves the members from obtaining insurance on an individual
basis.

Certain insurance risk pools have qualified for tax exemption under Code section
501(c)(6). In general, these organizations (1) assign any insurance policies and administrative
functions to their member organizations (although they may reimburse their members for amounts
paid and expenses); (2) serve an important common business interest of their members; and (3)
must be membership organizations financed, at least in part, by membership dues.

State insurance risk pools may also qualify for tax exempt status under section 501(c)(4) as
asocia welfare organization or under section 115 as serving an essential governmental function of
a State. In seeking qualification under section 501(c)(4), insurance organizations generally are
constrained by the restrictions on the provision of “commercial-type insurance” contained in
section 501(m). Section 115 generally provides that gross income does not include income derived
from the exercise of any essential governmental function or accruing to a State or any political
subdivision thereof.

Certain specific provisions provide tax-exempt status to organizations meeting statutory
requirements.

Health coveragefor high-risk individuals

Section 501(c)(26) provides tax-exempt status to any membership organization that is
established by a State exclusively to provide coverage for medical care on a nonprofit basis to
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certain high-risk individuals, provided certain criteria are satisfied. The organization may provide
coverage for medical care either by issuing insurance itself or by entering into an arrangement with
a health maintenance organization ("HMQ").

High-risk individuals eligible to receive medical care coverage from the organization must
be residents of the State who, due to a pre-existing medical condition, are unable to obtain health
coverage for such condition through insurance or an HMO, or are able to acquire such coverage
only at arate that is substantially higher than the rate charged for such coverage by the
organization. The State must determine the composition of membership in the organization. For
example, a State could mandate that all organizations that are subject to insurance regulation by the
State must be members of the organization.

The provision further requires the State or members of the organization to fund the
liahilities of the organization to the extent that premiums charged to eligible individuals are
insufficient to cover such liabilities. Finally, no part of the net earnings of the organization can
inure to the benefit of any private shareholder or individual.

Workers compensation r einsur ance or ganizations

Section 501(c)(27)(A) provides tax-exempt status to any membership organization that is
established by a State before June 1, 1996, exclusively to reimburse its members for workers
compensation insurance losses, and that satisfies certain other conditions. A State must require
that the membership of the organization consist of al persons who issue insurance covering
workers compensation losses in such State, and all persons and governmental entities who self-
insure against such losses. In addition, the organization must operate as a nonprofit organization
by returning surplus income to members or to workers' compensation policyholders on a periodic
basis and by reducing initial premiums in anticipation of investment income.

State wor kmen’s compensation act companies

Section 501(c)(27)(B) provides tax-exempt status for any organization that is created by
State law, and organized and operated exclusively to provide workmen's compensation insurance
and related coverage that isincidental to workmen's compensation insurance, and that meets
certain additional requirements. The workmen's compensation insurance must be required by State
law, or be insurance with respect to which State law provides significant disincentivesif it is not
purchased by an employer (such as loss of exclusive remedy or forfeiture of affirmative defenses
such as contributory negligence). The organization must provide workmen's compensation to any
employer in the State (for employees in the State or temporarily assigned out-of-State) seeking
such insurance and meeting other reasonable requirements. The State must either extend its full
faith and credit to the initial debt of the organization or provide the initial operating capital of such
organization. For this purpose, the initial operating capital can be provided by providing the
proceeds of bonds issued by a State authority; the bonds may be repaid through exercise of the
State's taxing authority, for example. For periods after the date of enactment, either the assets of
the organization must revert to the State upon dissolution, or State law must not permit the
dissolution of the organization absent an act of the State legislature. Should dissolution of the
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organi zation become permissible under applicable State law, then the requirement that the assets
of the organization revert to the State upon dissolution applies. Finally, the majority of the board of
directors (or comparable oversight body) of the organization must be appointed by an official of
the executive branch of the State or by the State legidature, or by both.

Reasons for Change

The Committee understands that certain types of insurance to support governmenta
programs to prepare for or mitigate the effects of natural catastrophic events (such as hurricanes)
may be limited or unavailable at reasonable rates in the authorized insurance market in some
States. The Committee believesit is appropriate to provide tax-exempt status to certain types of
associations that provide property and casualty insurance for property located within a State if the
State has determined that coverage in the authorized insurance market isin fact limited or
unavailable at reasonable rates.

Explanation of Provision

The provision provides tax-exempt status for any association created before January 1,
1999, by State law and organized and operated exclusively to provide property and casualty
insurance coverage for property located within the State for which the State has determined that
coverage in the authorized insurance market is limited or unavailable at reasonable rates, provided
certain requirements are met.

Under the provision, no part of the net earnings of the association may inure to the benefit
of any private shareholder or individual. Except as provided in the case of dissolution, no part of
the assets of the association may be used for, or diverted to, any purpose other than: (1) to satisfy,
in whole or in part, the liability of the association for, or with respect to, claims made on policies
written by the association; (2) to invest in investments authorized by applicable law; (3) to pay
reasonable and necessary administration expenses in connection with the establishment and
operation of the association and the processing of claims against the association (4) to make
remittances pursuant to State law to be used by the State to provide for the payment of claims on
policies written by the association, purchase reinsurance covering losses under such policies, or to
support governmental programs to prepare for or mitigate the effects of natural catastrophic events.
The provision requires that the State law governing the association permit the association to levy
assessments on insurance companies authorized to sell property and casualty insurance in the State,
or on property and casualty insurance policyholders with insurable interests in property located in
the State to fund deficits of the association, including the creation of reserves. The provision
requires that the plan of operation of the association be subject to approval by the chief executive
officer or other officia of the State, by the State legidature, or both. In addition, the provision
requires that the assets of the association revert upon dissolution to the State, the State’ s designee,
or an entity designated by the State law governing the association, or that State law not permit the
dissolution of the association.

The provision provides a special rule in the case of any entity or fund created before
January 1, 1999, pursuant to State law and organized and operated exclusively to receive, hold,
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and invest remittances from an association exempt from tax under the provision, to make
disbursementsto pay claims on insurance contracts issued by the association, and to make
disbursements to support governmental programs to prepare for or mitigate the effects of naturd
catastrophic events. The specia rule provides that the entity or fund may elect to be disregarded
as a separate entity and be treated as part of the association exempt from tax under the provision,
from which it receives such remittances. The election is required to be made no later than 30 days
following the date on which the association is determined to be exempt from tax under the
provision, and would be effective as of the effective date of that determination.

An organization described in the provision is treated as having unrelated business taxable
income (“UBIT") in the amount of its taxable income (computed asif the organization were not
exempt from tax under the proposal), if at the end of the immediately preceding taxable year, the
organization’s net equity exceeded 15 percent of the total coverage in force under insurance
contracts issued by the organization and outstanding at the end of that preceding year.

Under the provision, no income or gain is recognized solely as aresult of the changein
status to that of an association exempt from tax under the provision.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999. No
inference is intended as to the tax status under present law of associations described in the
provision.
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B. Madify Section 512(b)(13)
(sec. 802 of the bill and section 512(b)(13) of the Code)

Present Law

In general, interest, rents, royalties and annuities are excluded from the unrelated business
income (“UBI™) of tax-exempt organizations. However, section 512(b)(13) treats otherwise
excluded rent, royalty, annuity, and interest income as UBI if such income isreceived from a
taxable or tax-exempt subsidiary that is 50 percent controlled by the parent tax-exempt
organization. Inthe case of astock subsidiary, “control” means ownership by vote or value of
more than 50 percent of the stock. In the case of a partnership or other entity, control means
ownership of more than 50 percent of the profits, capital or beneficia interests. In addition,
present law applies the constructive ownership rules of section 318 for purposes of section
512(b)(13). Thus, a parent exempt organization is deemed to control any subsidiary in which it
holds more than 50 percent of the voting power or value, directly (asin the case of afirst-tier
subsidiary) or indirectly (asin the case of a second-tier subsidiary).

Under present law, interest, rent, annuity, or royaty payments made by a controlled entity
to a tax-exempt organization are includible in the latter organization's UBI and are subject to the
unrelated business income tax to the extent the payment reduces the net unrelated income (or
increases any net unrelated loss) of the controlled entity.

The Taxpayer Relief Act of 1997 (the “1997 Act”) made several modifications, as
described above, to the control requirement of section 512(b)(13). In order to provide transitional
relief, the changes made by the 1997 Act do not apply to any payment received or accrued during
the first two taxable years beginning on or after the date of enactment of the 1997 Act (August 5,
1997) if such payment is received or accrued pursuant to a binding written contract in effect on
June 8, 1997, and at all times thereafter before such payment (but not pursuant to any contract
provision that permits optional accelerated payments).

Reasons for Change

The Committee believes that the present-law rule of section 512(b)(13) produces results
that are arbitrary in certain cases and that it is appropriate to use afair market value standard to
determine the pricing structure for rents, royalties, interest, and annuities paid by subsidiariesto
their tax-exempt parent organizations.

Explanation of Provision

The bill provides that the general rule of section 512(b)(13), which includes interest, rent,
annuity, or royalty payments made by a controlled entity to a tax-exempt organization in the latter
organization's UBI, applies only to the portion of payments received in ataxable year that exceed
the amount of the specified payment which would have been paid if such payment had been
determined under the principles of section 482. Thus, if a payment of rent by a controlled
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subsidiary to its tax-exempt parent organization exceeds fair market value, the excess amount of
such payment over fair market value (as determined in accordance with section 482) isincluded in
the parent organizations' s UBI. The bill also imposes an addition to tax of 20 percent of the
excess amount of any such payment.

The bill providesrelief for payments under contracts which, on the date of enactment of the
proposal, are still subject to the binding contract transition rule of the 1997 Act, but for which the
transition rule would expire prior to the effective date of the proposal, by extending the transition
rule until December 31, 1999.

Effective Date

The provision providing an exception from the general rule of section 512(b)(13) for
interest, rent, annuity, or royalty payments from controlled subsidiaries that do not exceed fair
market value generally applies to payments received or accrued after December 31, 1999.
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C. Simplify Lobbying Expenditure Limitations
(sec. 803 of the bill and secs. 501(h) and 4911 of the Code)

Present Law

An organization does not qualify for tax-exempt status as a charitable organization under
section 501(c)(3) unless no substantial part of its activities constitutes carrying on propaganda or
otherwise attempting to influence legidation (commonly referred to as “lobbying”). For purposes
of determining whether legidative activities are a substantial part of a public charity’s overall
functions, a public charity may elect either the “substantial part” test or the “ expenditure” test.

The substantial part test uses afacts and circumstances approach to measure the
permissible level of legislative activities. Because thereis no statutory or regulatory guidance, it
is not clear whether the determination is based on the organization’s activities, its expenditures, or
both.”

As an alternative to the substantial part test, the expenditure test permits public charities to
elect to be governed by specific expenditure limitations on their lobbying activities under section
501(h). The expenditure test establishes two expenditure limits: one restricts the total amount of
lobbying expenditures the public charity can make, the other restricts grass roots lobbying
expenditures as a subset of total lobbying expenditures. A public charity’s total lobbying
expenditures for ayear are the sum of its expenditures for direct lobbying and its expenditures for
grass roots lobbying.

Direct lobbying is defined as an attempt to influence legislation through communication
with amember or staff of alegidative body or with any other government official or employee
who may participate in the formulation of legislation. The communication will constitute direct
lobbying only if such communication “refers to specific legidation” and reflects a view on such
legislation (Treas. Reg. sec. 56.4911-2(b)(1)(ii)). Grass roots lobbying is defined as an attempt to
influence legidation through a communication with members of the public that seeks to affect their
opinions about the legidation (Treas. Reg. sec. 56.4911-2(b)(2)(i)). The communication must
refer to specific legidation, reflect aview on the legidation, and encourage the recipient of the
communication to take action with respect to the legidation.

Under the expenditure test, a public charity will be denied exemption under section
501(c)(3) because of lobbying activities only if it normally either (1) makes total 1obbying
expenditures in excess of the “lobbying celling amount” or (2) makes grass roots expenditures in
excess of the “grass roots ceiling amount” (sec. 501(h)(1)). The lobbying ceiling amount is 150
percent of the organization’s *lobbying nontaxable amount” and the grass roots ceiling amount is

2. A few cases provide some guidance on thisissue. See Seasongood v. Commissione,
227 F.2d 907 (6" Cir. 1955); Christian Echoes National Ministry, Inc. v. United States, 470 F.2d
849 (10" Cir. 1972), cert. denied, 414 U.S. 864 (1973); Haswell v. United States, 500 F.2d 1133
(Ct. Cl. 1974)).
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150 percent of the “ grass roots nontaxable amount.” The lobbying nontaxable amount is the lesser
of $1 million or an amount determined as a percentage of an organization’s exempt purpose
expenditures. The grass roots nontaxable amount is 25 percent of the organization’s lobbying
nontaxable amount for that taxable year. A public charity that has elected the expenditure test and
that exceeds either or both of these limitations is subject to a 25 percent tax on the greater of the
two excess |obbying expenditures.

Reasons for Change

The Committee believes that the rules governing lobbying expenditures by public charities
should be simplified by eliminating the separate expenditure limitation on grass roots lobbying.

Explanation of Provision

The bill removes the separate percentage limitation on grass roots lobbying expenditures.
Consequently, public charities are subject to an expenditure limitation only on their total lobbying
expenditures.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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D. Tax-Free Withdrawals From IRAsfor Charitable Purposes
(sec. 804 of the bill and sec. 408(d) of the Code)

Present L aw

Under present law, individuals may make deductible contributions to a traditional
individua retirement arrangement (“IRA”). Amountsin an IRA are includible in income when
withdrawn (except to the extent the withdrawal represents a return of after-tax contributions).
Includible amounts withdrawn before attainment of age 59-1/2 are subject to an additional 10-
percent early withdrawal tax, unless an exception applies.

Generadly, ataxpayer who itemizes deductions may deduct cash contributions to charity, as
well asthe fair market value of contributions of property. The amount of the deduction otherwise
allowable for the taxable year with respect to a charitable contribution may be reduced, depending
on the type of property contributed, the type of charitable organization to which the property is
contributed, and the income of the taxpayer.

For donations of cash by individuals, total deductible contributions to public charities may
not exceed 50 percent of ataxpayer’s adjusted grossincome (“AGI”) for ataxable year. To the
extent ataxpayer has not exceeded the 50-percent limitation, contributions of cash to private
foundations and certain other nonprofit organizations and contributions of capital gain property to
public charities generally may be deducted up to 30 percent of the taxpayer’s AGI. If ataxpayer
makes a contribution in one year which exceeds the applicable 50-percent or 30-percent
limitation, the excess amount of the contribution may be carried over and deducted during the next
five taxable years.

In addition to the percentage limitations imposed specifically on charitable contributions,
present law imposes a reduction on most itemized deductions, including charitable contribution
deductions, for taxpayers with adjusted gross income in excess of a threshold amount, which is
indexed annualy for inflation. The threshold amount for 1999 is $126,600 ($63,300 for married
individualsfiling separate returns). For those deductions that are subject to the limit, the total
amount of itemized deductionsis reduced by 3 percent of AGI over the threshold amount, but not
by more than 80 percent of itemized deductions subject to the limit. The effect of this reduction
may be to limit a taxpayer’ s ability to deduct some of his or her charitable contributions.

Reasonsfor Change

The Committee believesit appropriate to facilitate the making of charitable contributions
from IRAs.

Explanation of Provision

The provision provides an exclusion from gross income for qualified charitable
distributions from an IRA: (1) to a charitable organization to which deductible contributions can
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be made; (2) to a charitable remainder annuity trust or charitable remainder unitrust; (3) to a
pooled income fund (as defined in sec. 642(c)(5)); or (4) for the issuance of a charitable gift
annuity. The exclusion applies with respect to distributions described in (2), (3), or (4) only if no
person holds an income interest in the trust, fund, or annuity attributable to such distributions other
than the IRA owner, hisor her spouse, or a charitable organization.

In determining the character of distributions from a charitable remainder annuity trust or a
charitable remainder unitrust to which a qualified charitable distribution from an IRA was made,
the charitable remainder trust is required to treat as ordinary income the portion of the distribution
from the IRA to the trust which would have been includible in income but for the provision, and as
corpus any remaining portion of the distribution. Similarly, in determining the amount includible
in gross income by reason of a payment from a charitable gift annuity purchased with a qualified
charitable distribution from an IRA, the taxpayer is not permitted to treat the portion of the
distribution from the IRA used to purchase the annuity as an investment in the annuity contract.

A qualified charitable distribution is any distribution from an IRA which is made after age
70-1/2, which qualifies as a charitable contribution (within the meaning of sec. 170(c)), and which
is made directly to the charitable organization or to a charitable remainder annuity trust, charitable
remainder unitrust, pooled income fund, or charitable gift annuity (as described above).” A
taxpayer is not permitted to claim a charitable contribution deduction for amounts transferred from
his or her IRA to charity or to atrust, fund, or annuity that, because of the provision, are excluded
from the taxpayer’ s income.

Effective Date

The provision is effective with respect to distributions after December 31, 2000.

3 The Committee intends that, in the case of transfer to atrust, fund, or annuity, the full
amount distributed from an IRA will meet the definition of a qualified charitable distribution if the
charitable organization’ sinterest in the distribution would qualify as a charitable contribution
under section 170.
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E. Provide Exclusion for Mileage Reimbursements by Charitable Organizations
(sec. 805 of the bill and new sec. 138A of the Code)

Present L aw

In computing taxable income, individuals who do not elect the standard deduction may
claim itemized deductions, including a deduction (subject to certain limitations) for charitable
contributions or gifts made during the taxable year to a qualified charitable organization or
governmental entity (sec. 170). Individuals who elect the standard deduction may not claim a
deduction for charitable contributions made during the taxable year.

No charitable contribution deduction is allowed for a contribution of services. However,
unreimbursed expenditures made incident to providing donated servicesto a qualified charitable
organi zation--such as out-of-pocket transportation expenses necessarily incurred in performing
donated services-may constitute a deductible contribution (Treas. Reg. sec. 1.170A-1(g)).”
However, no charitable contribution deduction is allowed for traveling expenses (including
expenses for meals and lodging) while away from home, whether paid directly or by
reimbursement, unless there is no significant element of personal pleasure, recreation, or vacation
in such travel (sec. 170(j)). Moreover, ataxpayer may not deduct as a charitable contribution
out-of-pocket expenditures incurred on behalf of a charity if such expenditures are made for the
purposes of influencing legislation (sec. 170(f)(6)).

For purposes of computing the charitable contribution deduction for the use of a passenger
automobile (including vans, pickups, and panel trucks) in connection with providing donated
services to aqualified charitable organization, the standard mileage rate is 14 cents per mile (sec.
170(1)). Volunteer drivers who are reimbursed for mileage expenses have taxable income to the
extent the reimbursement exceeds 14 cents per mile.

Reasons for Change

The Committee believes that it isimportant to recognize the valuable contributions made
by volunteers to charitable organizations by providing an exclusion from income up to the
applicable business rate for volunteers who receive reimbursements for the costs of using their
automobiles while performing services for charitable organizations.

Explanation of Provision

Under the bill, reimbursement by an entity or organization described in section 170(c)
(including public charities and private foundations) for the costs of using an automobilein

" Treasury Regulation section 1.170A-1(g) allows taxpayers to deduct only their own
unreimbursed expenses incurred in performing services for a qualified charitable organization, and
not expenses incident to athird party's performance of services. See Davisv. United States, 495
U.S. 472 (1990).
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connection with providing donated services is excludable from the gross income of the volunteer,
provided that (1) reimbursement does not exceed the rate prescribed for business use, and (2)
applicable recordkeeping requirements are satisfied. The expenditures for which avolunteer is
reimbursed must be expenditures for which a deduction would otherwise be allowable under
section 170. The bill does not permit a volunteer to exclude areimbursement from income if the
volunteer claims a deduction or credit with respect to his or her automobile transportation
expenses incurred in connection with providing donated services.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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F. Charitable Contribution Deduction for Certain Expenses
in Support of Native Alaskan Subsistence Whaling
(sec. 806 of the bill and sec. 170 of the Code)

Present L aw

In computing taxable income, individuals who do not elect the standard deduction may
claim itemized deductions, including a deduction (subject to certain limitations) for charitable
contributions or gifts made during the taxable year to a qualified charitable organization or
governmental entity (sec. 170). Individuals who elect the standard deduction may not claim a
deduction for charitable contributions made during the taxable year.

No charitable contribution deduction is allowed for a contribution of services. However,
unreimbursed expenditures made incident to the rendition of servicesto an organization,
contributions to which are deductible, may constitute a deductible contribution (Treas. Reg. sec.
1.170A-1(g)). Specificaly, section 170(j) provides that no charitable contribution deduction is
allowed for traveling expenses (including amounts expended for meals and lodging) while awvay
from home, whether paid directly or by reimbursement, unless there is no significant element of
personal pleasure, recreation, or vacation in such travel.

Reasonsfor Change

The Committee believesit is appropriate to provide a charitable contribution deduction up
to $7,500 per year for certain expenses incurred by individuals engaging in sanctioned subsistence
whaling activities.

Explanation of Provision

The bill allows individuals to claim a deduction under section 170 not exceeding $7,500
per taxable year for certain expensesincurred in carrying out sanctioned whaling activities. The
deduction isavailable only to an individua who is recognized by the Alaska Eskimo Whaling
Commission as awhaling captain charged with the responsibility of maintaining and carrying out
sanctioned whaling activities. The deduction is available for reasonable and necessary expenses
paid by the taxpayer during the taxable year for (1) the acquisition and maintenance of whaling
boats, weapons, and gear used in sanctioned whaling activities, (2) the supplying of food for the
crew and other provisions for carrying out such activities, and (3) storage and distribution of the
catch from such activities.

For purposes of the provision, the term "sanctioned whaling activities' means subsistence
bowhead whale hunting activities conducted pursuant to the management plan of the Alaska
Eskimo Whaling Commission. No inference is intended regarding the deductibility of any whaling
expensesincurred in ataxable year ending before January 1, 2000.

Effective Date
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The provision is effective for taxable years ending after December 31, 1999.
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G. Charitable Giving Provisions
(secs. 807-809 of the bill and secs. 170 and 63 of the Code)

Present L aw

Generdly, ataxpayer who itemizes deductions may deduct cash contributions to charity
made within a taxable year (generaly, January 1-December 31 for calendar-year taxpayers), as
well asthe fair market value of contributions of property. The amount of the deduction otherwise
allowable for the taxable year with respect to a charitable contribution may be reduced, depending
on the type of property contributed, the type of charitable organization to which the property is
contributed, and the income of the taxpayer. Taxpayers who do not itemize their deductions are not
permitted to claim charitable contribution deductions.”™

For donations of cash by individuals, total deductible contributions to public charities,
private operating foundations, and certain types of private non-operating foundations may not
exceed 50 percent of ataxpayer’s “contribution base,” which istypicaly the taxpayer’s adjusted
grossincome (“AGI”), for ataxable year (sec. 170(b)(1)). To the extent ataxpayer has not
exceeded the 50-percent limitation, contributions of cash to private foundations and certain other
charitable organizations and contributions of capital gain property to public charities generally
may be deducted up to 30 percent of the taxpayer’s contribution base. If ataxpayer makes a
contribution in one year which exceeds the applicable 50-percent or 30-percent limitation, the
excess amount of the contribution may be carried over and deducted during the next five taxable
years.

The maximum charitable contribution deduction that may be claimed by a corporation for
any one taxable year is limited to 10 percent of the corporation’s taxable income for that year. (sec.
170(b)(2)).

Reasons for Change

The Committee believesthat it is appropriate to provide additional incentives for
individuals and corporations to make contributions to charitable organizations.

Explanation of Provision

Deadline for contributionsto low-income schools extended until return filing date

> Beginning in 1982, non-itemizers were allowed a deduction for charitable contributions
in addition to the standard deduction. The maximum charitable contribution deduction for non-
itemizers was $25 for 1982 and 1983, and $75 for 1984. For 1985, 50 percent of the amount
contributed was deductible, without a dollar cap. For 1986, the full amount of contributions was
deductible, subject to the limitations generally applicable to charitable deductions under section
170. Beginning in 1987, the charitable contribution deduction for non-itemizers was no longer
effective.
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The bill alows taxpayers to claim a charitable contribution deduction for donations to
public, private, and parochial low-income elementary and secondary schools made after the end of
the taxable year and on or before the date for filing the taxpayer’ s Federal income tax return. For
example, a caendar-year taxpayer may make a contribution to a qualifying school on March 23,
2001, and claim a charitable contribution deduction for that gift on hisor her Federal income tax
return for the year 2000 filed on April 15, 2001.”® For purposes of the provision, alow-income
school is defined as one where more than 50 percent of the students qualify for free or reduced
price lunches.

Charitable contribution deduction for non-itemizers

For 2000 and 2001, the bill allows taxpayers who do not itemize their deductions to claim
adeduction for charitable contributions in addition to the standard deduction. The deduction is
limited to $50 for individual taxpayers and $100 for taxpayers filing joint returns.

Increase AGI percentage limitsfor individuals

The bill phases up the percentage limitations applicable to charitable contributions of cash
and capital gain property to public charities and certain other charitable entities (organizations and
entities described in section 170(b)(1)(A)) by individuals. Beginning in 2002, the bill increases
the 50-percent and 30-percent limitations by 2 percent per year until the limitations are equal to 60
percent and 30 percent, respectively, in 2006. In 2007, the limitations are increased to 70 percent
and 50 percent, respectively.

Increase AGI percentage limitsfor cor porations

The bill phases up the percentage limitation applicable to charitable contributions by
corporations. Beginning in 2002, the bill increases the 10-percent limitation by 2 percent per year
until the limitation is equal to 20 percent in 2006.

Effective Date

The provision extending the deadline for contributions to certain low-income schools
would be effective for taxable years beginning after December 31, 1999. The provision
permitting non-itemizersto claim a charitable contribution deduction is effective for taxable years
2000 and 2001. The proposalsincreasing the percentage limitations for individual and corporate
taxpayers are effective for taxable years beginning after December 31, 2001.

6 The taxpayer will not be permitted to claim a deduction for the same gift on his or her
2001 Federal income tax return filed in 2002.
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H. Modify Excess Business Holdings Rulesfor Publicly Traded Stock
(sec. 810 of the bill and Code sec. 4943)

Present L aw

Private foundations, which are charitable organizations that do not qualify as public
charities, are subject to certain restrictions on their operations. Violations of these restrictions
maly subject the foundation and, in some cases, their foundation managers to excise taxes. One
such restriction prohibits a private foundation from owning more than specified equity interestsin
business enterprises, including corporations, partnerships, estates, or trusts (sec. 4943). A private
foundation, together with al disqualified persons, generally may not hold more than 20 percent of
acorporation’s voting stock, a partnership’s profitsinterest, or smilar interest in a business
enterprise.”” Thelimit increases to 35 percent if effective control of the businessisin the hands of
one or more persons who are not disqualified persons. These rules do not apply if the foundation
owns less than 2 percent of abusiness, or if the business engages in activities that are substantially
related to the foundation’ s charitable purpose.

If afoundation acquires business holdings other than by purchase (i.e., by gift or bequest),
and the holdings would result in the foundation having excess business holdings, the foundation
effectively has five yearsto reduce those holdings to permissible levels. In the case of an
unusually large gift or bequest, the initial five-year disposition period may be extended by the
Internal Revenue Service for an additional five yearsif the foundation is able to demonstrate that it
has made diligent efforts to dispose of the excess holdings within the initia five-year period and
that disposition within that period was not possible (except at a price substantially below fair
market value) because of the size and complexity or diversity of the holdings.

Theinitia tax imposed on a foundation with excess business holdings is 5 percent of the
value of such holdings during the taxable year. The amount of tax is computed with respect to the
greatest amount of excess business holdings during the taxable year. If the foundation failsto
divest itself of the excess holdings within a certain period of time, an additional tax equal to 200
percent of their value isimposed on the excess business holdings remaining at the end of the
period.

" A disqualified person is a person (including an individual, corporation, partnership,
trust, or estate) that has a particularly influential relationship with respect to a private foundation.
Disqualified personsinclude: (1) substantial contributors to afoundation (e.g., the founder of a
foundation); (2) foundation managers (officers, directors, or trustees of afoundation, or an
individual having powers or responsibilities similar to these positions); (3) persons who own
more than a 20 percent interest in an entity (corporation, partnership, trust, or other unincorporated
enterprise) that is adisqualified person with respect to a foundation; (4) family members of
persons described in (1), (2), and (3); (5) corporations, partnerships, trusts, or estates that are
more than 35 percent owned by persons described in (1), (2), (3), and (4); (6) only for purposes of
the excess business holdings rules, certain private foundations; and (7) only for purposes of the
self-dealing rules of section 4943, government officials at certain levels.
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Present law also prohibits transactions between private foundations and disqualified
persons by imposing excise taxes when disqualified persons engage in acts of “ self-dealing” with
aprivate foundation (sec. 4941). Acts of self-dealing include any direct or indirect: (1) sae,
exchange, or leasing of property between a private foundation and a disqualified person, (2)
lending of money or extensions of credit between a private foundation and a disqualified person, ™
(3) furnishing of goods, services, or facilities between a private foundation and a disqualified
person,” (4) payment of compensation (or payment or reimbursement of expenses) by a private
foundation to a disqualified person,® (5) transfer to, or use by or for the benefit of, a disqualified
person of the income or assets of a private foundation, and (6) agreement by a private foundation
to make any payment of money or other property to a government official. Thereis no exception
from the prohibition on acts of self-dealing for inadvertent violations, and even transactions which
arguably may benefit the private foundation may be subject to tax as an act of self-dealing. Thus,
for example, adisgualified person may not rent space to a private foundation at arate that is below
the market.

Self-dealing excise taxes are imposed on a disqualified person who has engaged in a self-
dealing transaction, and on any foundation manager who knowingly participates in the
transaction.®

Reasons for Change

The Committee believesit is appropriate to increase the limit applicable to business
holdings by a private foundation in certain limited circumstances.

Explanation of Provision

The bill would provide an exception to the excess business holdings rules of section 4943

8 The lending of money to private foundation on an interest-free basis where the loan
proceeds are to be used exclusively for charitable purposesis not an act of self-dealing.

" A disqualified person may, however, furnish goods, services, or facilitiesto a private
foundation at no charge. In addition, it is not an act of self-dealing for a private foundation to
furnish goods, services, or facilities to adisqualified person on abasis no more favorable than
available to the general public.

8 Payment by a private foundation of compensation to a disqualified person (other than a
government official) for personal services which are reasonable and necessary to carrying out the
exempt purpose of the private foundation is not an act of self-dealing.

81 Except in the case of agovernment official, the excise tax isimposed on a disqualified
person even though the person had no knowledge at the time of the act that it constituted self-
dealing. In the case of agovernment official, however, the tax may be imposed only if the official
participated in an act of self-dealing knowing that it was such an act.
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in certain circumstances. Under the bill, a private foundation and all disqualified persons are
permitted to own up to 49 percent of the voting stock and 49 percent in value of al outstanding
shares of al classes of stock in an incorporated business enterprise if the stock held by the
foundation and disqualified personsis publicly traded stock for which market quotations are
readily available.

The bill limits the extent to which disqualified persons with respect to the foundation can
engage in transactions with up to 49-percent owned corporations. Disqualified persons are not
permitted to receive compensation from the corporation or to engage in any act with the
corporation that would constitute self-dealing under section 4941 if the corporation were a private
foundation and the disqualified persons were disgqualified persons with respect to such
corporation. Disqualified persons may not own, in the aggregate, more than 2 percent of the voting
stock and not more than 2 percent in value of all outstanding shares of all classes of stock in such
corporation. Finally, an audit committee of the board of directors (consisting of amajority of
persons who are not disqualified persons) of each corporation that is up to 49-percent owned by a
private foundation must certify in writing to the foundation that the committee is not aware, after
dueinquiry, that any disqualified person has received compensation from the corporation or has
engaged in an act of self-dealing with the corporation. This certification must be filed by the
private foundation with its annual information return.

Effective Date

The provision is effective for foundations established by bequest of decedents dying after
December 31, 2006.
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TITLE IX. INTERNATIONAL TAX RELIEF PROVISIONS

A. Allocate Interest Expense on Worldwide Basis
(sec. 901 of the bill and sec. 864 of the Code)

Present L aw
In general

In order to compute the foreign tax credit limitation, a taxpayer must determine the amount
of taxable income from foreign sources. Thus, the taxpayer must allocate and apportion deductions
between items of U.S.-source gross income, on the one hand, and items of foreign- source gross
income, on the other. Generally, it isleft to the Treasury to provide detailed rules for the
allocation and apportionment of expenses.

In the case of interest expense, regulations generally are based on the approach that money
isfungible and that interest expense is properly attributable to all business activities and property
of ataxpayer, regardless of any specific purpose for incurring an obligation on which interest is
paid. (Exceptions to the fungibility concept are recognized or required, however, in particular
cases, some of which are described below.) The Code provides that for interest allocation
purposes al members of an affiliated group of corporations generaly are to be treated asasingle
corporation (the so-called "one-taxpayer rule"), and that alocation must be made on the basis of
assets rather than gross income.

Affiliated group

In genera

The term "affiliated group” in this context generaly is defined by reference to the rules for
determining whether corporations are eligible to file consolidated returns. However, some groups
of corporations are eligible to file consolidated returns yet are not treated as affiliated for interest
allocation purposes, and other groups of corporations are treated as affiliated for interest
allocation purposes even though they are not eligible to file consolidated returns. Thus, under the
one-taxpayer rule, the factors affecting the allocation of interest expense of one corporation may
affect the sourcing of taxable income of another, related corporation even if the two corporations
do not elect tofile, or areineligible to file, consolidated returns. (See, e.g., Treas. Reg. sec.
1.861-11T(g).)

Definition of affiliated group--consolidated return rules

For consolidation purposes, the term "affiliated group” means one or more chains of
includible corporations connected through stock ownership with acommon parent corporation
which is an includible corporation, but only if the common parent owns directly at |east 80 percent
of the total voting power of all classes of stock and at least 80 percent of the total value of al
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outstanding stock of at least one other includible corporation. In addition, for each such other
includible corporation (except the common parent), stock possessing at least 80 percent of the total
voting power of al classes of its stock and at least 80 percent of the total value of al of its
outstanding stock must be directly owned by one or more other includible corporations.

Generaly the term "includible corporation” means any domestic corporation except certain
corporations exempt from tax under section 501 (for example, corporations organized and
operated exclusively for charitable or educational purposes), certain life insurance companies,
corporations el ecting application of the possession tax credit, regulated investment companies,
real estate investment trusts, and domestic international sales corporations. A foreign corporation
generaly is not an includible corporation.

Definition of affiliated group--special interest allocation rules

Subject to exceptions, the consolidated return and interest allocation definitions of
affiliation generally are consistent with each other. For example, both definitions exclude al
foreign corporations from the affiliated group. Thus, while debt generally is considered fungible
among the assets of a group of domestic affiliated corporations, the same rule does not apply as
between the domestic and foreign members of a group with the same degree of common control as
the domestic affiliated group.

The statutory definition of affiliation for purposes of group-wide alocation of interest
expenses expressly provides for two exceptions from the definition of affiliation for consolidation
purposes, one of which contracts the affiliated group and the other of which expandsiit.

Banks, savings institutions and other financia affiliates

Under the first-mentioned exception, the affiliated group for interest allocation purposes
generally excludes what are referred to in the regulations as "financial corporations” (Treas. Reg.
sec. 1.861-11T(d)(4)). Theseinclude any corporation, otherwise a member of the affiliated group
for consolidation purposes, that is afinancial institution (described in section 581 or section 591),
the business of which is predominantly with persons other than related persons or their customers,
and which isrequired by State or Federal law to be operated separately from any other entity
whichisnot afinancial ingtitution (sec. 864(e)(5)(C)). The category of financial corporations
also includes, to the extent provided in regulations, bank holding companies, subsidiaries of banks
and bank holding companies, and savings ingtitutions predominantly engaged in the active conduct
of abanking, financing, or similar business (sec. 864(e)(5)(D)).

A financia corporation is not treated as a member of the regular affiliated group for
purposes of applying the one-taxpayer rule to other nonfinancial members of that group. Instead,
al such financia corporations that would be so affiliated are treated as a separate single
corporation for interest allocation purposes.

Section 936 corporations
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Under the second exception referred to above, the affiliated group for interest allocation
purposes includes any corporation that has elected the application of the possession tax credit for
the taxable year, if the corporation would be excluded solely for this reason from the affiliated
group as defined for consolidation purposes (sec. 864(e)(5)(A)).

Reasons for Change

The present-law rules with respect to the allocation and apportionment of interest expense,
although largely left to Treasury regulations, are generally based on the principle that money is
fungible and that interest expense is properly attributable to all business activities and property of
the taxpayer, regardless of the specific purpose for which the debt isincurred. The present-law
rules, however, do not take into account the interest expense of foreign affiliates. Accordingly, the
interest expense incurred by the domestic members of an affiliated group istreated as funding all
the activities and assets of such group, including the assets and activities of the group’ s foreign
affiliates, notwithstanding that the foreign affiliate may have directly incurred debt itself to fund its
own assets and activities.

The Committee believes that ignoring the interest expense of foreign affiliates in the
interest expense allocation and apportionment formula can result in a disproportionate amount of
U.S. interest expense being allocated to foreign-source income, which in turn could result in an
inappropriate reduction in the group’ s foreign tax credit limitation. To the extent that the interest
expense alocation rules are intended to apply the principle of fungibility, the Committee believes
that the rules should take into account the interest expense incurred by and assets owned by foreign
affiliates. While foreign affiliates’ borrowings are not related to the amount of the U.S. group’s
interest deduction, the Committee believes that those borrowings may nonetheless bear on the
proper alocation of the U.S. group’ sinterest expense for foreign tax credit purposes.

The Committee believes that both domestic corporations and foreign corporations which
satisfy the 80-percent vote and value standards of affiliation for consolidated return purposes are
sufficiently economically interrelated that treatment as a single corporation for interest expense
allocation purposes provides an accurate measurement of their economic income.

Present law treats certain banks and bank holding companies as a separate subgroup of the
affiliated group to which the interest expense alocation rules apply separately. This separation
recognizes that financial ingtitutions may have debt structuresthat are very different from the other,
nonfinancial members of an affiliated group. The Committee believes that the same rationale
appliesto any corporations predominantly engaged in banking, insurance, financing, and smilar
businesses and not merely those entities regulated as U.S. banks. The Committee therefore
believes that affiliated groups should be permitted to apply the interest expense allocation rules
separately with respect to a subgroup consisting of all corporations predominantly engaged in such
financial services businesses.

Explanation of Provision
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In general

The bill modifies the present-law interest expense allocation rules (which generally apply
for purposes of computing the foreign tax credit limitations) by providing a one-time election
under which the taxable income of the domestic members of an affiliated group from sources
outside the United States generally would be determined by allocating and apportioning interest
expense of the domestic members of aworldwide affiliated group on a worldwide-group basis.
The éection provides taxpayers with the option either to apply fungibility principleson a
worldwide basis or to continue to apply present law. For purposes of the new elective rules
based on worldwide fungibility, the affiliated group is expanded to include foreign corporations
that satisfy the requirements for affiliation but are excluded under section 1504(b)(3) (i.e., foreign
corporations in which at least 80 percent of the total vote and value of the stock of such
corporations is owned by one or more members of the affiliated group). In addition, if ataxpayer
elects to be governed by the new worldwide fungibility principle, the bill provides an additional
one-time election to apply the worldwide fungibility principle to a separate subgroup of the
worldwide affiliated group consisting of all members that are predominantly engaged in a financial
services business.

Worldwide affiliated group eection

Under the bill, the common parent of an affiliated group can make a one-time eection to
apply the present-law interest expense allocation and apportionment rules under section 864(e) by
allocating and apportioning interest expense of the domestic members of the worldwide affiliated
group on aworldwide-group basis. If an affiliated group makes this election, subject to certain
modifications and exceptions discussed below, the taxable income of the domestic members of the
worldwide affiliated group from sources outside the United States is determined by allocating and
apportioning the interest expense of those domestic members to foreign-source income in an
amount equal to the excess (if any) of (1) the worldwide affiliated group’s worldwide interest
expense multiplied by the ratio which the foreign assets of the worldwide affiliated group bear to
the total assets of the worldwide affiliated group, over (2) the interest expense incurred by a
foreign member of the group to the extent that such interest would be alocated to foreign sources if
the provision's principles were applied separately to the foreign members of the group.®

For purposes of the new elective rules based on worldwide fungibility, the worldwide
affiliated group means all corporations in an affiliated group (as that term is defined under present
law for interest expense allocation purposes)® as well as any foreign corporations that would be

8 Although the interest expense of aforeign subsidiary is taken into account for purposes
of allocating the interest expense of the domestic members of the electing worldwide affiliated
group for foreign tax credit limitation purposes, the interest expense incurred by aforeign
subsidiary is not deductible on aU.S. return.

8 The hill expands the present-law definition of an affiliated group for interest expense
allocation purposes with respect to an electing worldwide affiliated group to include certain
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members of such an affiliated group if section 1504(b)(3) did not apply (i.e., in which at least 80
percent of the vote and value of the stock of such corporationsis owned by one or more other
corporations included in the affiliated group). In short, the taxable income from sources outside
the United States of electing domestic group members generally is determined by allocating and
apportioning interest expense of the domestic members of the worldwide affiliated group asif all
of the interest expense and assets of 80-percent or greater owned domestic corporations (i.e.,
corporations that are part of the affiliated group under present-law section 864(e)(5)(A) as
modified to include insurance companies) and 80-percent or greater owned foreign corporations
were attributable to a single corporation.

The genera rules under present law continue to apply to the electing worldwide affiliated
group asif it were an affiliated group as defined under present law for interest expense allocation
purposes. Thus, among other things, the alocation and apportionment of interest expense continues
to be made on the basis of assets (rather than gross income), modified to include aforeign
member’s assets. In addition, asisthe case under present law, certain basis adjustments are made
with respect to the stock of nonaffiliated 10-percent owned corporations. To the extent that foreign
members are included in the worldwide affiliated group, these basi s adjustments are not
applicable.

The worldwide affiliated group election is to be made by the common parent of the
afiliated group. It must be made for the first taxable year beginning after December 31, 2003 (the
effective date), in which aworldwide affiliated group exists that includes at least one foreign
corporation that meets the requirements for inclusion in aworldwide affiliated group. Once made,
the election applies to the common parent and all other members of the worldwide affiliated group
for the taxable year for which the election is made and all subsequent taxable years.

Financial institution group eection

The bill provides a*“financial institution group” election that expands the bank group rules
of present law (sec. 864(e)(5)(B)-(D)). At the election of the common parent of the affiliated
group that has made the election to apply the worldwide affiliated group rules, those rules can be
applied separately to a subgroup of the worldwide affiliated group that consists of (1) all
corporations that are part of the present-law bank group and (2) al “financial corporations.” For
this purpose, a corporation is afinancial corporation if at least 80 percent of its grossincomeis
"financial servicesincome" (as described in section 904(d)(2)(C)(ii) and the regulations
thereunder)®* that is derived from transactions with unrelated persons.

Thefinancia institution group rules, if elected, apply to all members of the worldwide

insurance companies that are generally excluded from an affiliated group under section 1504(b)(2)
(without regard to whether such companies are covered by an election under section 1504(c)(2)).
As isthe case under present law, the affiliated group includes section 936 corporations.

8 See Treas. Reg. sec. 1.904-4(e)(2).
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affiliated group that are financial corporations within the meaning of the provision. The election
must be made for the first taxable year beginning after December 31, 2003, in which aworldwide
affiliated group includes afinancia corporation that would qualify as part of the expanded
financial institution group (other than a corporation that would qualify as part of the present-law
bank group). Once made, the election appliesto the financial institution group for the taxable year
and all subsequent taxable years.

It isintended that Treasury regulations, similar to those that apply to the present-law bank
group, would continue to apply to treat the financial institution group as a segregated group from
the rest of the affiliated group.®® Thus, the measurement of assets of the worldwide affiliated group
would exclude the stock of members included in the financial institution group and, smilarly, the
financial ingtitution group would not take into account the stock of any lower-tier corporation that
isamember of the worldwide affiliated group but not a member of the financial institution group.

In addition, the bill provides anti-abuse rules under which certain transfers from one
member of afinancial institution group to a member of the worldwide affiliated group outside of
the financial institution group are treated as reducing the amount of indebtedness of the separate
financia institution group. Inthisregard, if amember of an eecting financia institution group
makes dividend or other distributionsin ataxable year to a member of the worldwide affiliated
group (other than amember of the financial institution group) that exceed the greater of (1) its
average annual dividend (expressed as a percentage of current earnings and profits) during the five
preceding taxable years or (2) 25 percent of its average annual earnings and profits for such five
preceding taxable years, or otherwise deals with any person in a manner not clearly reflecting
income (as determined under principles similar to section 482), an amount of the financial
institution group’ s indebtedness equal to such excess is recharacterized as indebtedness of the
broader worldwide affiliated group (excluding the financial institution group).

Regulatory authority

The hill grants the Treasury Secretary authority to prescribe rules to carry out the purposes
of the provision, including rules (1) to address changes in members of an affiliated group
(including acquisitions or other business combinations of affiliated groups in which one group has
made an election to apply the worldwide approach and the other group applies present law); (2) to
prevent assets and interest expense from being taken into account more than once; and (3) to
provide for the direct allocation of interest expense in circumstances where such allocation would
be appropriate to carry out the purposes of the provision, including, for example, circumstancesin
which interest expense isincurred by foreign corporations in order to circumvent the purposes of
the provision.

Effective Date

The provision is effective for taxable years beginning after December 31, 2003 .

8 Temp. Treas. Reg. sec. 1.861-11T(d)(4).
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B. Look-Through Rulesto Apply to Dividends from
Noncontrolled Section 902 Cor por ations
(sec. 902 of the bill and sec. 904 of the Code)

Present L aw

U.S. persons may credit foreign taxes against U.S. tax on foreign-source income. The
amount of foreign tax credits that may be claimed in ayear is subject to alimitation that prevents
taxpayers from using foreign tax credits to offset U.S. tax on U.S.-source income. Separate
limitations are applied to specific categories of income.

Special foreign tax credit limitations apply in the case of dividends received from a
foreign corporation in which the taxpayer owns at least 10 percent of the stock by vote and which
is not acontrolled foreign corporation (a so-called “10/50 company”).8® Dividends paid by a
10/50 company in taxable years beginning before January 1, 2003, are subject to a separate foreign
tax credit limitation for each 10/50 company. Dividends paid by a 10/50 company that is not a
passive foreign investment company in taxable years beginning after December 31, 2002, out of
earnings and profits accumulated in taxable years beginning before January 1, 2003, are subject to
asingle foreign tax credit limitation for all 10/50 companies (other than passive foreign investment
companies). Dividends paid by a 10/50 company that is a passive foreign investment company out
of earnings and profits accumulated in taxable years beginning before January 1, 2003, continue to
be subject to a separate foreign tax credit limitation for each such 10/50 company. Dividends paid
by a 10/50 company in taxable years beginning after December 31, 2002, out of earnings and
profits accumulated in taxable years after December 31, 2002, are treated asincome in aforeign
tax credit limitation category in proportion to the ratio of the earnings and profits attributable to
income in such foreign tax credit limitation category to the total earnings and profits (a so-called
“look-through” approach). For these purposes, distributions are treated as made from the most
recently accumulated earnings and profits. Regulatory authority is granted to provide rules
regarding the treatment of distributions out of earnings and profits for periods prior to the
taxpayer's acquisition of such stock.

Reasons for Change

In the Taxpayer Relief Act of 1997, the Congress provided for alook-through regime to
apply in characterizing dividends from 10/50 companies for foreign tax credit limitation purposes.
The present-law rules that subject the dividends received from each 10/50 company to a separate
foreign tax credit limitation impose a substantial record-keeping burden on companies and have

8 A controlled foreign corporation in which the taxpayer owns at least 10 percent of the
stock by voteistreated as a 10/50 company with respect to any distribution out of earnings and
profits for periods when it was not a controlled foreign corporation.
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the additional negative effect of discouraging minority-position joint ventures abroad.®’

The Committee believes that the present-law rules for dividends from 10/50 companies
will result in additional complexity and compliance burdens. For instance, dividends paid by a
10/50 company in taxable years beginning after December 31, 2002, will be subject to the
concurrent application of both the single-basket approach (for pre-2003 earnings and profits) and
the look-through approach (for post-2002 earnings and profits).

The Committee believes that joint ventures can be an efficient way for U.S. businesses to
exploit their know-how and technology in foreign markets. To the extent that the present-law
limitation is discouraging such joint ventures or atering the structure of new ventures, the ability
of U.S. businesses to succeed abroad could be diminished. The Committee believesthat it is
important to ssimplify the look-through approach enacted in 1997.

Explanation of Provision

The bill smplifies the application of the foreign tax credit limitation by applying the
look-through approach to al dividends paid by a 10/50 company, regardless of the year in which
the earnings and profits out of which the dividend is paid were accumulated. The bill eliminates
the single-basket limitation approach for dividends from such companies for foreign tax credit
[imitation purposes.

The bill provides atransition rule under which pre-effective date foreign tax credits
associated with a 10/50 company separate limitation category can be carried forward into post-
effective date years. Under the bill, look-through principles similar to those applicable to post-
effective date dividends from a 10/50 company apply to determine the appropriate foreign tax
credit limitation category or categories with respect to the foreign tax credit carryforward.

The bill also provides a default rule in cases in which taxpayers are unable to obtain the
necessary information to apply the look-through rules with respect to dividends from a 10/50
company (or in which theincome is not treated as falling within one of certain enumerated
limitation categories). In such cases, the hill treats the dividend (or a portion thereof) from such
10/50 company as a dividend that is not subject to the look-through rules.

The bill provides the Treasury Secretary with authority to prescribe regulations regarding
the treatment of distributions out of earnings and profits for periods prior to the taxpayer’s
acquisition of the stock to which the distributions relate. The regulations may address, for
example, the treatment of pre-acquisition earnings and profits and related foreign income taxes of a
10/50 company, including distributions from a controlled foreign corporation out of earnings and
profits for periods when it was not a controlled foreign corporation.

87 Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997
(JCS-23-97), December 17, 1997, p. 302.
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Effective Date

The provision is effective for taxable years beginning after December 31, 2002.
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C. Subpart F Treatment of Pipeline Transportation |ncome and I ncome
from Transmission of High Voltage Electricity
(secs. 903 and 904 of the bill and sec. 954 of the Code)

Present L aw

Under the subpart F rules, U.S. 10-percent shareholders of a controlled foreign corporation
(“CFC”) are subject to U.S. tax currently on their shares of certain income earned by the foreign
corporation, whether or not such income is distributed to the shareholders (referred to as “ subpart
Fincome”). Subpart F income includes foreign base company income, which in turn includes five
categories of income: foreign persona holding company income, foreign base company sales
income, foreign base company services income, foreign base company shipping income, and
foreign base company oil related income (sec. 954(a)).

Foreign base company services income includes income from services performed (1) for
or on behalf of arelated party and (2) outside the country of the CFC’ sincorporation (sec.
954(e)). Treasury regulations provide that the services of the foreign corporation will be treated
as performed for or on behalf of the related party if, for example, a party related to the foreign
corporation furnishes substantial assistance to the foreign corporation in connection with the
provision of services (Treas. Reg. sec. 1.954-4(b)(1)(iv)).

Foreign base company oil related income is income derived outside the United States from
the processing of minerals extracted from oil or gas wells into their primary products; the
transportation, distribution, or sale of such minerals or primary products; the disposition of assets
used by the taxpayer in atrade or business involving the foregoing; or the performance of any
related services. However, foreign base company oil related income does not include income
derived from a source within aforeign country in connection with: (1) oil or gas which was
extracted from awell located in such foreign country or, (2), oil, gas, or a primary product of oil
or gaswhich is sold by the CFC or arelated person for use or consumption within such foreign
country or isloaded in such country asfuel on avessdl or aircraft. Anexclusion aso is provided
for income of a CFC that isasmall producer (i.e., a corporation whose average daily oil and
natural gas production, including production by related corporations, is less than 1,000 barrels).

Reasons for Change

The subpart F rules generally apply to provide current U.S. taxation of income that can be
described as “mobile,” that is, income for which the taxpayer might easily be able to arrange that it
be sourced to alow-tax foreign jurisdiction. The Committee understands that, until recently, many
countries did not permit foreign corporations to own energy facilities such as oil and gas
pipelines, electric generating stations, and high voltage electricity transmission lines. The
Committee observes that with the advent of deregulation policies abroad, many U.S. corporations
are actively considering the construction and operation of oil and gas pipelines and high voltage
electricity transmission systemsin foreign markets. The Committee understands that such projects
involve substantial amounts of fixed capital investment, the income from which does not represent
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the type of “mobile” income to which the subpart F rules should apply.

Explanation of Provision

The bill exempts income derived in connection with the performance of services which are
directly related to the transmission of high voltage electricity from the definition of foreign base
company servicesincome. Thus, the income of a CFC that owns a high voltage transmission line
for the purpose of providing electricity generated by arelated party to athird party outside the
CFC's country of incorporation does not constitute foreign base company services income. No
inference isintended as to the treatment of such income under present law.

The bill aso provides an additional exception to the definition of foreign base company ail
related income. Under the bill, foreign base company il related income does not include income
derived from a source within aforeign country in connection with the pipeline transportation of oil
or gas within such foreign country. Thus, the exception applies whether or not the CFC that owns
the pipeline also owns any interest in the oil or gas transported. 1n addition, the exception applies
to income earned from the transportation of oil or gas by pipeline in a country in which the oil or
gas was neither extracted nor consumed within such foreign country.

Effective Date

The provision is effective for taxable years of CFCs beginning after December 31, 2002,
and taxable years of U.S. shareholders with or within which such taxable years of CFCs end.
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D. Prohibit Disclosure of APAsand APA Background Files
(sec. 905 of the bill and secs. 6103 and 6110 of the Code)

Present L aw
Section 6103

Under section 6103, returns and return information are confidential and cannot be
disclosed unless authorized by the Internal Revenue Code.

The Code defines return information broadly. Return information includes:

C ataxpayer'sidentity, the nature, source or amount of income, payments,
receipts, deductions, exemptions, credits, assets, liabilities, net worth, tax
liability, tax withheld, deficiencies, overassessments, or tax payments;

C whether the taxpayer's return was, is being, or will be examined or subject
to other investigation or processing; or

C any other data, received by, recorded by, prepared by, furnished to, or
collected by the Secretary with respect to areturn or with respect to the
determination of the existence, or possible existence, of liability (or the
amount thereof) of any person under thistitle for any tax, penaty, interest,
fine, forfeiture, or other imposition, or offense.®

Section 6110 and the Freedom of | nfor mation Act

With certain exceptions, section 6110 makes the text of any written determination the IRS
issues available for public inspection. A written determination is any ruling, determination | etter,
technical advice memorandum, or Chief Counsel advice. Once the IRS makes the written
determination publicly available, the background file documents associated with such written
determination are available for public inspection upon written request. The Code defines
“background file documents” as any written material submitted in support of the request.
Background file documents a so include any communications between the IRS and persons outside
the IRS concerning such written determination that occur before the IRS issues the determination.

Before making them available for public inspection, section 6110 requires the IRS to
delete specific categories of sengtive information from the written determination and background
file documents.® It also provides judicial and administrative procedures to resolve disputes over

8 Sec. 6103(b)(2)(A).

8 Sec. 6110(c) provides for the deletion of identifying information, trade secrets,
confidential commercia and financial information and other material.
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the scope of the information the IRS will disclose. 1n addition, Congress has also wholly
exempted certain matters from section 6110's public disclosure requirements.® Any part of a
written determination or background file that is not disclosed under section 6110 constitutes
“return information.”

The Freedom of Information Act (FOIA) lists categories of information that a federal
agency must make available for public inspection.®? It establishes a presumption that agency
records are accessible to the public. The FOIA, however, also provides nine exemptions from
public disclosure. One of those exemptionsis for matters specifically exempted from disclosure
by a statute other than the FOIA if the exempting statute meets certain requirements.®® Section 6103
qualifies as an exempting statute under this FOIA provision. Thus, returns and return information
that section 6103 deems confidential are exempt from disclosure under the FOIA.

0 Sec, 6110()).

% Sec. 6103(b)(2)(B) (“Theterm ‘return information” means. . . any part of any written
determination or any background file document relating to such written determination (as such
terms are defined in section 6110(b)) which is not open to public inspection under section 6110").

92 Unless published promptly and offered for sale, an agency must provide for public
inspection and copying: (1) fina opinions as well as orders made in the adjudication of cases; (2)
statements of policy and interpretations not published in the Federal Register; (3) administrative
staff manuals and instructions to staff that affect a member of the public; and (4) agency records
which have been or the agency expects to be, the subject of repetitive FOIA requests. 5 U.S.C.
sec. 552(a)(2). An agency must also publish in the Federal Register: the organizational structure
of the agency and procedures for obtaining information under the FOIA; statements describing the
functions of the agency and all formal and informal procedures; rules of procedure, descriptions of
forms and statements describing all papers, reports and examinations; rules of general
applicability and statements of genera policy; and amendments, revisions and repeals of the
foregoing. 5U.S.C. sec. 552(a)(1). All other agency records can be sought by FOIA request;
however, some records may be exempt from disclosure.

% Exemption 3 of the FOIA provides that an agency is not required to disclose matters that
are:

(3) specifically exempted from disclosure by statute (other than section 552b of
thistitle) provided that such statute (A) requires that the matters be withheld from
the public in such amanner asto leave no discretion on the issue, or (B) establishes
particular criteriafor withholding or refersto particular types of mattersto be
withheld; . ..

5U.S.C. §552(h)(3).
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Section 6110 is the exclusive means for the public to view IRS written determinations.* If
section 6110 covers the written determination, then the public cannot use the FOIA to obtain that
determination.

Advance Pricing Agreements

The Advanced Pricing Agreement (“APA”) program is an aternative dispute resolution
program conducted by the IRS, which resolves international transfer pricing issues prior to the
filing of the corporate tax return. Specifically, an APA is an advance agreement establishing an
approved transfer pricing methodology entered into among the taxpayer, the IRS, and aforeign tax
authority. The IRS and the foreign tax authority generally agree to accept the results of such
approved methodology. Alternatively, an APA aso may be negotiated between just the taxpayer
and the IRS; such an APA establishes an approved transfer pricing methodology for U.S. tax
purposes. The APA program focuses on identifying the appropriate transfer pricing methodology;
it does not determine ataxpayer’ s tax liability. Taxpayers voluntarily participate in the program.

To resolve the transfer pricing issues, the taxpayer submits detailed and confidential
financial information, business plans and projections to the IRS for consideration. Resolution
involves an extensive analysis of the taxpayer’s functions and risks. Sinceitsinception in 1991,
the APA program has resolved more than 180 APAS, and approximately 195 APA reguests are

pending.

Currently pending in the U.S. Didtrict Court for the District of Columbia are three
consolidated lawsuits asserting that APAs are subject to public disclosure under either section
6110 or the FOIA.* Prior to thislitigation and since the inception of the APA program, the IRS
held the position that APAs were confidential return information protected from disclosure by
section 6103.% On January 11, 1999, the IRS conceded that APAs are “rulings’ and therefore are
“written determinations’ for purposes of section 6110.% Although the court has not yet issued a

% Sec. 6110(m).

% BNA v. IRS, Nos. 96-376, 96-2820, and 96-1473 (D.D.C.). The Bureau of National
Affairs, Inc. (BNA) publishes matters of interest for use by its subscribers. BNA contends that
APAs are not return information as they are prospective in application. Thus at the time they are
entered into they do not relate to “the determination of the existence, or possible existence, of
liability or amount thereof . . .”

% The IRS contended that information received or generated as part of the APA process
pertains to ataxpayer’ s liability and therefore was return information as defined in sec.
6103(b)(2)(A). Thus, the information was subject to section 6103's restrictions on the
dissemination of returns and return information. Rev. Proc. 91-22, sec. 11, 1991-1 C.B. 526, 534
and Rev. Proc. 96-53, sec. 12, 1996-2 C.B. 375, 386.

9 IR 1999-05.

-160-



ruling in the casg, the IRS announced its plan to publicly release both existing and future APAS.
The IRS then transmitted existing APAS to the respective taxpayers with proposed deletions. It has
received comments from some of the affected taxpayers. Where appropriate, foreign tax
authorities have also received copies of the relevant APAs for comment on the proposed deletions.
No APAs have yet been released to the public.

Some taxpayers assert that the IRS erred in adopting the position that APAs are subject to
section 6110 public disclosure. Severa have sought to participate as amici in the lawsuit to block
the release of APAs. They are concerned that release under section 6110 could expose them to
expensive litigation to defend the deletion of the confidential information from their APAs. They
are also concerned that the section 6110 procedures are insufficient to protect the confidentiality of
their trade secrets and other financial and commercial information.

Reasons for Change

The APA program has been a successful mechanism for resolving transfer pricing issues,
not only for future years, but, in some instances, for prior open years as well (rollbacks). It
reduces protracted disputes and costly litigation between taxpayers and the government. The
program involves not only taxpayers and the IRS, but aso foreign taxing authorities.

As part of the program, the taxpayer voluntarily provides substantial, sensitive information
tothe IRS. The proprietary information necessary to support a claim of comparability may be
among a company’s most closely guarded trade secrets. Similarly, information regarding
production costs and customer pricing may also be extremely sensitive information.

From the program’ sinception, the IRS has assured taxpayers and foreign governments that
the information received or generated in the APA process would be protected as confidential
return information. Such assurances were based on published IRS materials.

The APA processis based on taxpayers cooperation and voluntary disclosure to the IRS
of sengitive information. The continued confidentiality of thisinformation isvital to the APA
program. Otherwise, the Committee believes that some taxpayers may refuse to participate in this
successful program, causing a decline in its usefulness.

Congress must balance the need for confidentiality with the general public’s need for
practical tax guidance. Some members of the public have expressed concern that the APA
program has led to the devel opment of abody of “secret law,” known only to a few members of
the tax profession. In addition, some members of the public contend that taxpayers have received
APASs permitting the use of transfer pricing methodologies not contemplated in the section 482
regulations. They also contend that APAs have provided interpretations of law not available to
taxpayers that do not participate in the APA process. Such concerns could undermine the public’'s
confidence in the IRS s ability to fairly enforce the transfer pricing rules. Thus, the provision
requires the Department of the Treasury to prepare and publish an annual report regarding APAS,
which will provide extensive information regarding the program, while clarifying that existing and
future APAs and related background information continue to be confidentia return information.
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Explanation of Provision

The bill amends section 6103 to provide that APAs and related background information are
confidentia return information under section 6103. Related background information is meant to
include: the request for an APA, any material submitted in support of the request, and any
communication (written or otherwise) prepared or received by the Secretary in connection with an
APA, regardless of when such communication is prepared or received. Protection isnot limited to
agreements actually executed; it includes material received and generated in the APA process that
does not result in an executed agreement.

Further, APAs and related background information are not “written determinations’ as that
term is defined in section 6110. Therefore, the public inspection requirements of section 6110 do
not apply to APAs and related background information. A document’sincorporation in a
background file, however, is not intended to be grounds for not disclosing an otherwise
disclosable document from a source other than a background file.

The bill statutorily requires that the Treasury Department prepare and publish an annual
report on the status of APAs. The annual report is to contain the following information:

C Information about the structure, composition, and operation of the APA

program office;

A copy of each current model APA;

Statistics regarding the amount of time to complete new and renewa APAS;

The number of APA applications filed during such year;

The number of APAs executed to date and for the year;

The number of APA renewals issued to date and for the year;

The number of pending APA requests;

The number of pending APA renewals;

The number of APAs executed and pending (including renewals and

renewal requests) that are unilateral, bilateral and multilateral,

respectively;

C The number of APAs revoked or canceled, and the number of withdrawals
from the APA program, to date and for the year;

C The number of finalized new APAs and renewals by industry;* and

DO

General descriptions of:

C the nature of the relationships between the related organizations, trades, or
businesses covered by APAS,

C the related organizations, trades, or businesses whose prices or results are
tested to determine compliance with the transfer pricing methodology

% Thisinformation was previously released in IRS Publication 3218, “IRS Report on
Application and Administration of 1.R.C. Section 482."
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prescribed in the APA,;

C the covered transactions and the functions performed and risks assumed by
the related organizations, trades or businesses involved,

C methodol ogies used to evaluate tested parties and transactions and the
circumstances leading to the use of those methodologies;

C critical assumptions;

C sources of comparables;

C comparable selection criteria and the rationale used in determining such
criteria;

C the nature of adjustments to comparables and/or tested parties;

C the nature of any range agreed to, including information such as whether no

range was used and why, whether an inter-quartile range was used, or
whether there was a statistical narrowing of the comparables;

C adjustment mechanisms provided to rectify results that fall outside of the
agreed upon APA range,

C the various term lengths for APAS, including rollback years, and the number
of APAswith each such term length;

C the nature of documentation required; and

C approaches for sharing of currency or other risks.

Thefirst report isto cover the period January 1, 1991, through the calendar year including
the date of enactment. The Treasury Department cannot include any information in the report
which would have been deleted under section 6110(c) if the report were a written determination
as defined in section 6110. Additionally, the report cannot include any information which can be
associated with or otherwise identify, directly or indirectly, a particular taxpayer. The Secretary
is expected to obtain input from taxpayers to ensure proper protection of taxpayer information and,
if necessary, utilize its regulatory authority to implement appropriate processes for obtaining this
input. For purposes of section 6103, the report requirement is treated as part of Title 26.

The IRS user fee otherwise required to be paid for an APA isincreased by $500. The
Secretary has the authority to make appropriate reductions in such fee for small businesses.

While the bill statutorily requires an annual report, it is not intended to discourage the
Treasury Department from issuing other forms of guidance, such as regulations or revenue rulings,
consistent with the confidentiality provisions of the Code.

Effective Date

The provision is effective on the date of enactment; accordingly, no APAS, regardless of
whether executed before or after enactment, or related background file documents can be released
to the public after the date of enactment. It requires the Treasury Department to publish the first
annual report no later than March 30, 2000.
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E. Exempt Certain Sales of Frequent-Flyer and Similar Reduced-Fare
Air Transportation Rightsfrom Aviation Excise Taxes
(sec. 906 of the bill and sec. 4261 of the Code)

Present Law

An 7.5-percent excise tax isimposed on the sale by an air transportation provider of the
right to frequent-flyer or similar reduced-fare air transportation. Like the aviation excise taxes
imposed on the purchase of actual air transportation, this tax isimposed on all amounts paid for the
right to air transportation if the right can be used for transportation to, from, or within the United
States. In both cases, tax isimposed without regard to whether the purchase occurs within the
United States or elsewhere. Further, subject to an exception for rights actually used for purposes
other than air transportation (as determined under Treasury Department regulations), thetax is
imposed without regard to whether the rights ultimately are used for travel (to, from, or within
United States or between two or more points in foreign countries) or expire without use.

Reasonsfor Change

The Committee observes that present law requires the Internal Revenue Service to collect
air passenger transportation excise taxes related to the right to so-called “frequent flyer” travel
from both U.S. persons and foreign persons with a nexus to the United States. The Committeeis
concerned that, in practice, compliance and payment of the excise tax will be greater among U.S.
persons than among foreign persons. Such an outcome could place U.S. persons who market such
frequent flyer programs at a disadvantage with foreign persons who market smilar programs when
offering such programsto foreign customers.

The current authority granted to the Treasury Department to exempt certain awards does not
permit an exemption unless the rights actually are used for a purpose other than air transportation
(e.g., hotels or car rentals). Thus, under present law, rights are taxable even if transportation for
which they ultimately are used has no nexus to the United States. The Committee believesthat it is
appropriate to exempt rights that are unlikely to have a nexus to the United States.

Explanation of Provision

The provision exempts from the 7.5-percent tax, air transportation rights sold which are
credited to accounts of persons having a mailing address outside the United States. Mailing
addresses are those listed on the records of the operator of the frequent-flyer or similar program.

Effective Date

The provision appliesto air transportation rights sold after December 31, 1999.
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F. Repeal of Limitation of Foreign Tax Credit under Alternative Minimum Tax
(sec. 907 of the bill and sec. 59 of the Code)

Present L aw

Under present law, taxpayers are subject to an alternative minimum tax ("AMT"), whichis
payable, in addition to al other tax liabilities, to the extent that it exceeds the taxpayer's regular
income tax liability. The tax isimposed at aflat rate of 20 percent, in the case of corporate
taxpayers, on aternative minimum taxable income ("AMTI") in excess of a phased-out exemption
amount. The maximum rate for noncorporate taxpayersis 28 percent. AMTI is the taxpayer's
taxable income increased for certain tax preferences and adjusted by determining the tax treatment
of certain itemsin a manner which negates the exclusion or deferral of income resulting from the
regular tax treatment of those items.

Taxpayers are permitted to reduce their AMT liability by an AMT foreign tax credit. The
AMT foreign tax credit for ataxable year is determined under principles similar to those used in
computing the regular tax foreign tax credit, except that (1) the numerator of the AMT foreign tax
credit limitation fraction is foreign source AMTI and (2) the denominator of that fraction is total
AMTI.*® Taxpayers may elect to use astheir AMT foreign tax credit limitation fraction the ratio of
foreign source regular taxable income to total AMTI (sec. 59(a)(4)).

The AMT foreign tax credit for any taxable year generaly may not offset a taxpayer's entire
pre-credit AMT. Rather, the AMT foreign tax credit is limited to 90 percent of AMT computed
without an AMT net operating loss deduction, an AMT energy preference deduction, or an AMT
foreign tax credit. For example, assume that a corporation has $10 million of AMTI from foreign
sources, hasno AMT net operating loss or energy preference deductions, and is subject to the
AMT. In the absence of the AMT foreign tax credit, the corporation's tax liability would be $2
million. Accordingly, the AMT foreign tax credit cannot be applied to reduce the taxpayer's tax
liability below $200,000. Any unused AMT foreign tax credit may be carried back 2 years and
carried forward 5 years for use against AMT in those years under the principles of the foreign tax
credit carryback and carryforward rules set forth in section 904(c).

Reasons for Change

The purpose of the foreign tax credit generally isto eliminate the possibility of double
taxation (once by the foreign jurisdiction and again by the United States) on the foreign source
income of aU.S. person. The Committee believes, however, that the 90-percent limitation on the
AMT foreign tax credit has the effect of double taxing such income for AMT taxpayers. For

% Similar to the regular tax foreign tax credit, the AMT foreign tax credit is subject to the
separate limitation categories set forth in section 904(d). Under the AMT foreign tax credit,
however, the determination of whether any income is high taxed for purposes of the
high-tax-kick-out rules (sec. 904(d)(2)) is made on the basis of the applicable AMT rate rather
than the highest applicable rate of regular tax.
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example, if the taxpayer in the above example had $10 million of AMTI from foreign sources (and
no AMT net operating loss or energy preference deductions) and was subject to the AMT for six
successive years, even with the carryforward under present law, the taxpayer would lose
$200,000 worth of foreign tax credits and effectively would be double taxed on such income. The
Committee believes that the present-law 90-percent limitation imposes inappropriate double
taxation.

Explanation of Provision

The bill repeals the 90-percent limitation on the utilization of the AMT foreign tax credit.

Effective Date

The provision is effective for taxable years beginning after December 31, 2004.

-166-



G. Treatment of Military Property of Foreign Sales Corporations
(sec. 908 of the bill and sec. 923 of the Code)

Present L aw

A portion of the foreign trade income of an eligible foreign sales corporation (“FSC”) is
exempt from federal income tax. Foreign trade income is defined as the gross income of a FSC that
is attributable to foreign trading gross receipts. In genera, the term "foreign trading gross receipts"
means the gross receipts of a FSC from the sale or lease of export property, services related and
subsidiary to the sale or lease of export property, engineering or architectural servicesfor
construction projects located outside the United States, and certain managerial servicesfor an
unrelated FSC or DISC.

Section 923(a)(5) contains a special limitation relating to the export of military property.
Under regulations prescribed by the Treasury Secretary, the portion of a FSC's foreign trading
gross receipts from the disposition of, or services relating to, military property that may be treated
as exempt foreign trade income s limited to 50 percent of the amount that would otherwise be so
treated. For this purpose, the term "military property” means any property that isan arm,
ammunition, or implement of war designated in the munitions list published pursuant to federal
law.2® Under this provision, the export of military property through a FSC is accorded one-half the
tax benefit that is accorded to exports of non-military property.

Reasons for Change

The Committee finds the present-law rule limiting the tax benefit available for the export of
property through a FSC to one half of that otherwise available in the case of the export of military
property to be an inappropriate limitation. The Committee believes that exporters of military
property should be treated no differently under the FSC rules than exporters of other products.

Explanation of Provision

The hill repeals the special FSC limitation relating to the export of military property, thus
providing exports of military property through a FSC with the same treatment currently provided
exports of non-military property.

Effective Date

100" Section 923(a)(5) defines “military property” by reference to section 995(b)(3)(B),
which contains atechnical error. Section 995(b)(3)(B) referencesthe Military Security Act of
1954. The proper reference should have been to the Mutual Security Act of 1954, which
subsequently was superceded by the International Security Assistance and Arms Export Control
Act of 1976. Current Treasury regulations provide the correct reference for purposes of defining
“military property.”
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The provision is effective for taxable years beginning after December 31, 2004.
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TITLE X. HOUSING AND REAL ESTATE TAX RELIEF

A. Increase Low-Income Housing Tax Credit Per Capita Amount
(sec. 1001 of the bill and sec. 42 of the Code)

Present Law

In general, a maximum 70-percent present value tax credit, claimed over a 10-year period
isallowed for the cost of rental housing occupied by tenants having incomes below specified
levels. The credit percentage for newly constructed or substantially rehabilitated housing that is
not Federally subsidized is adjusted monthly by the Internal Revenue Service so that the 10 annual
installments have a present value of 70 percent of the total qualified expenditures. The credit
percentage for new substantially rehabilitated housing that is Federally subsidized and for existing
housing that is substantially rehabilitated is calculated to have a present value of 30 percent of
total qualified expenditures.

To claim low-income housing credits, project owners must receive an allocation of credit
from a State or local housing credit agency. However, no allocation is required for buildings at
least 50 percent financed with the proceeds of tax-exempt bonds that received an allocation
pursuant to the private activity bond volume limitation of Code section 146. Such projects must,
however, satisfy the requirements for allocation under the State’ s qualified allocation plan and
meet other requirements.

A building generally must be placed in service during the calendar year in which it
receives an credit allocation. However, a housing credit agency can make a binding commitment,
not later than the year in which the building is placed in service, to allocate a specified credit
dollar amount to such building beginning in a specified later year. In addition, a project can
receive a“carryover alocation” if the taxpayer’ s basisin the project as of the close of the
calendar year the alocation is made is more than 10 percent of the taxpayer’ s reasonably expected
basisin the project, and the building is placed in service not later than the close of the second
calendar year following the calendar year in which the allocation is made. For purposes of the 10-
percent test, basis means the taxpayer’ s adjusted basis in land and depreciable real property,
whether or not these amounts are includible in eligible basis. Finally, an allocation of credit for
increases in qualified basis may occur in years subsequent to the year the project isplaced in
service.

Authority to allocate credits remains at the State (as opposed to local) government level
unless State law provides otherwise.’®* Generaly, credits may be allocated only from volume
authority arising during the calendar year in which the building is placed in service, except in the
case of: (1) credits claimed on additions to qualified basis; (2) credits allocated in alater year

101 For example, constitutional home rule citiesin Illinois are guaranteed their
proportionate share of the $1.25 amount, based on their population relative to that of the State asa
whole.
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pursuant to an earlier binding commitment made no later than the year in which the building is
placed in service; and (3) carryover allocations.

Each State annually receives low-income housing credit authority equal to $1.25 per State
resident for allocation to qualified low-income projects.’®? In addition to this $1.25 per resident
amount, each State’ s “housing credit celling” includes the following amounts: (1) the unused State
housing credit ceiling (if any) of such State for the preceding calendar year;*® (2) the amount of
the State housing credit ceiling (if any) returned in the calendar year;®® and (3) the amount of the
national pool (if any) alocated to such State by the Treasury Department.

The national pool consists of States' unused housing credit carryovers. For each State, the
unused housing credit carryover for a calendar year consists of the excess (if any) of the unused
State housing credit ceiling for such year over the excess (if any) of the aggregate housing credit
dollar amount allocated for such year over the sum of $1.25 per resident and the credit returns for
such year. The amountsin the national pool are allocated only to a State which, with respect to the
previous calendar year allocated its entire housing credit ceiling for the preceding calendar year,
and requested a share in the national pool not later than May 1, of the calendar year. The national
pool alocation to qualified States is made on a pro rata basis equivalent to the fraction that a
State’ s population enjoys relative to the total population of al qualified States for that year.

The present-law stacking rule provides that a State is treated as using its annual alocation
of credit authority ($1.25 per State resident) and any returns during the calendar year followed by
any unused credits carried forward from the preceding year’s credit ceiling and finaly any
applicable allocations from the National pool.

Reasons for Change

The Committee believes that the credit acts as a stimulus for low-income housing.
However, it believes that the $1.25 credit cap, which has remained the same since 1986, needs to
be adjusted for the increased costs of producing such housing. Also, the Committee believes that

102 A State's population, for these purposes, is the most recent estimate of the State's
population released by the Bureau of the Census before the beginning of the year to which the
limitation applies. Also, for these purposes, the District of Columbia and the U.S. possessions
(i.e., Puerto Rico, the Virgin Idands, Guam, the Northern Marianas and American Samoa) are
treated as States.

103 The unused State housing credit ceiling is the amount (if positive) of the previous year's
annual credit limitation plus credit returns less the credit actually allocated in that year.

104" Credit returns are the sum of any amounts allocated to projects within a State which fail
to become a qualified low-income housing project within the allowable time period plus any
amounts allocated to a project within a State under an allocation which is canceled by mutual
consent of the housing credit agency and the allocation recipient.
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the creation of a State floor will work better than a simple per-capitarule for States with small
populations. It believes that the expansion of the credit cap will alow the construction and
substantial rehabilitation of more affordable rental housing for low-income individualsin the
future.

Explanation of Provision

The bill makes severa changes to the low-income housing credit. First, the $1.25 per
capita cap for each State modified so that small population State are given a minimum of $2
million of annual credit cap. Second, the $1.25 per capita element of the credit cap isincreased to
$1.75 per capita. Thisincrease is phased-in by increasing the credit cap by 10 cents per capita
each year for five years. Therefore the credit cap will be: $1.35 per capita or $2 million,
whichever is greater, in calendar year 2001; $1.45 per capita or $2 million, whichever is greater,
in calendar 2002; $1.55 per capitaor $2 million, whichever is greater, in calendar year 2003;
$1.65 per capitaor $2 million, whichever is greater, in calendar year 2004; and $1.75 per capita
or $2 million, whichever is greater, in calendar year 2005 and thereafter. Third, the stacking rule
ismodified so that each State is treated as using its allocation of the unused State housing credit
ceiling (if any) from the preceding calendar year before the current year’ s alocation of credit
(including any credits returned to the State) and then finally any National pool allocations.

Effective Date

The provision is effective for calendar years beginning after December 31, 2000.
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B. Tax Credit for Renovating Historic Homes
(section 1011 of the bill and new section 25B of the Code)

Present L aw

Present law provides an income tax credit for certain expendituresincurred in
rehabilitating certified historic structures and certain nonresidential buildings placed in service
before 1936 (Code sec. 47). The amount of the credit is determined by multiplying the applicable
rehabilitation percentage by the basis of the property that is attributable to qualified rehabilitation
expenditures. The applicable rehabilitation percentage is 20 percent for certified historic
structures and 10 percent for qualified rehabilitated buildings (other than certified historic
structures) that were originally placed in service before 1936.

A qualified rehabilitated building is anonresidential building eligible for the 10-percent
credit only if the building is substantially rehabilitated and a specific portion of the existing
structure of the building is retained in place upon completion of the rehabilitation. A residential or
nonresidential building is eligible for the 20-percent credit that applies to certified historic
structures only if the building is substantially rehabilitated (as determined under the ligibility
rules for the 10-percent credit). In addition, the building must be listed in the National Register or
the building must be located in aregistered historic district and must be certified by the Secretary
of the Interior as being of historical significance to the district.

Reasons for Change

The Committee believes that part of the existing housing stock embodies America s history
and heritage. Unfortunately, part of this housing stock isin decay and with the decay in the housing
stock there is a concomitant deterioration in neighborhoods and communities that were once a
vibrant part of the American landscape. The Committee believes that the goals of historic
preservation, community revitalization, and home ownership can be pursued concurrently. The
Committee believes that atax incentive can be part of the policy to help large cites and small
towns rebuild their core neighborhoods and strengthen their economic, social, and natural
environments. Moreover, the Committee believes that atax incentive will help families relocate
to and remain in older communities, capitalize on historic resources, attract reinvestment in older
areas, strengthen the tax base of older communities, and, thereby, help to control deterioration and
sprawl, and to reinvigorate the life of many communities.

Explanation of Provision

The bill permits ataxpayer to claim a 20-percent credit for qualified rehabilitation
expenditures made with respect to a qualified historic home which the taxpayer subsequently
occupies as hisor her principal residence for at least five years. Thetotal credit which could be
claimed by the taxpayer islimited to $20,000 ($10,000 in the case of married taxpayer filing a
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separate return) with respect to any qualified historic home.'®

The bill appliesto (1) structures listed in the National Register; (2) structures located in a
registered national, State, or local historic district, and certified by the Secretary of the Interior as
being of historic significance to the district, but only if the median income of the historic district is
less than twice the State median income;*® (3) any structure designated as being of historic
significance under a State or local statute, if such statute is certified by the Secretary of the Interior
as achieving the purpose of preserving and rehabilitating buildings of historic significance.

For this purpose, a building generally is considered substantially rehabilitated if the
qualified rehabilitation expenditures incurred during a 24-month measuring period exceed the
greater of (1) the adjusted basis of the building as of the later of the first day of the 24-month
period or the beginning of the taxpayer's holding period for the building, or (2) $5,000. Inthe case
of structuresin empowerment zones, in enterprise communities, in a census tract in which 70
percent of families have income which is 80 percent or less of the State median family income, and
areas of chronic distress as designated by the State and approved by the Secretary of Housing and
Urban Development only the $5,000 expenditure requirement applies. In addition, for al
structures, at least 5 percent of the rehabilitation expenditures have to be allocable to the exterior
of the structure.

To qualify for the credit, the rehabilitation must be certified by a State or local government
subject to conditions specified by the Secretary of the Interior.

The credit may be claimed in one of three ways. First, if the taxpayer directly incursthe
qualifying expenditures in rehabilitation of hisor her principal residence, the taxpayer may claim
the tax credit on his or her return.

Second, the taxpayer may claim the credit on his or her return if the taxpayer isthe first
purchaser of a structure on which qualified rehabilitation expenditures have been made. Inthis
case, the taxpayer must be the first purchaser of the structure after the date the rehabilitation is
completed and the purchase must occur within five years after the date the rehabilitation is
completed. The structure must, within a reasonable period, become the principal residence of the
taxpayer. No credit with respect to the qualified rehabilitation expenditures may have been
allowed to the seller of the structure. The Committee intends that the seller furnish the taxpayer

195 The Committee intends that a taxpayer may claim the tax credit for qualified
rehabilitation expenses with respect to his or her principal residence more than once, but that the
total credit claimed with respect to any structure by that taxpayer is limited to $20,000 ($10,000 in
the case of married taxpayer filing a separate return).

1% For this purpose, an historic district will be deemed to have an income greater than or
equal to twice the State median income if the median income of any census tract that intersects the
area defining the historic district has a median income greater than or equal to twice the State
median income.
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with such information as the Secretary determinesis necessary to determine the amount of
allowable credit.

Third, the taxpayer may elect to receive an historic rehabilitation mortgage credit
certificate. An historic rehabilitation mortgage credit certificate is a certificate stating the value of
the credit that would be allowable to the taxpayer for qualified historic rehabilitation
expenditures. The taxpayer may transfer the historic rehabilitation mortgage credit certificate to a
lending ingtitution in connection with aloan that is to be secured by the structure on which the
qualified rehabilitation expenditures were incurred. In exchange for the rehabilitation mortgage
credit certificate, the lending ingtitution provides the taxpayer with aloan, the rate of interest on
which isless than that for which the taxpayer otherwise would have qualified. The reductionin
interest on the loan must be such that the present value of the difference between interest payments
over the term on the loan received by the taxpayer and the interest payments over the term of the
loan for which the taxpayer otherwise would have qualified is substantially equivalent to the value
stated on the historic rehabilitation mortgage credit certificate. For the purpose of determining the
present value of the difference in interest payments, the discount rate shall be determined under
principles similar to section 42(b)(2)(C)(ii), except that 65 percent is substituted for 72 percent.

In the case of structures located in empowerment zones, in enterprise communities, in a
census tract in which 70 percent of families have income which is 80 percent or less of the State
median family income, and areas of chronic distress as designated by the State and approved by
the Secretary of Housing and Urban Development, the taxpayer may elect that the loan be satisfied
by principal payments less than those that would otherwise be required such that the present value
of the reduced principal payments over the term of the loan be substantially equivalent to the value
stated on the historic rehabilitation mortgage credit certificate.’”” The lending institution that
enters into the exchange with the taxpayer may claim the credit amount against its regular income
tax liability. Reductionsin interest payments and reductionsin principa payments resulting from a
qualified exchange of a rehabilitation mortgage credit certificate would not be taxable income to
the taxpayer.

If ataxpayer ceases to maintain the structure as his or her personal residence within five
years from the date of the rehabilitation, the credit is recaptured on a pro rata basis. In the case of
ataxpayer who elected to receive and exchange a rehabilitation mortgage credit certificate with a
lending institution, any recapture liability would be paid by the taxpayer.

Effective Date

The provision is effective for expenditures paid or incurred beginning after December 31,
1999.

197 The taxpayer could elect to receive the benefit of the value of the rehabilitation
mortgage credit certificate by a combination of reduced interest payments and reduced principal
payments.
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C. ProvisonsRdatingto REITs
(secs. 1021-1026, 1031, 1041, 1051, 1061 and 1071 of the bill
and secs. 852, 856, and 857 of the Code)

Present L aw

Real estate investment trust (“REITS’) are treated, in substance, as pass-through entities
under present law. Pass-through statusis achieved by allowing the REIT a deduction for
dividends paid to its shareholders. REITs are restricted to investing in passive investments
primarily in real estate and securities. Specifically, aREIT isrequired to receive at least 95
percent of itsincome from real property rents and from securities. Amounts received as
impermissible “tenant servicesincome” are not treated as rents from real property. In genera,
such amounts are for services rendered to tenants that are not “customarily furnished” in
connection with the rental of real property. Specia rules permit amounts to be received from
certain “foreclosure property,” treated as such for 3 years after the property is acquired by the
REIT in foreclosure after adefault (or imminent default) on alease of such property or on
indebtedness which such property secured.

A REIT isnot treated as providing services that produce impermissible tenant services
income if such services are provided by an independent contractor from whom the REIT does not
derive or receive any income. An independent contractor is defined as a person who does not own,
directly or indirectly, more than 35 percent of the shares of the REIT. Also, no more than 35
percent of the total shares of stock of an independent contractor (or of the interestsin assets or net
profits, if not a corporation) can be owned directly or indirectly by persons owning 35 percent or
more of theinterestsin the REIT.

A REIT islimited in the amount that it can own in other corporations. Specifically, aREIT
cannot own securities (other than Government securities and certain real estate assets) in an
amount greater than 25 percent of the value of REIT assets. In addition, it cannot own securities of
any one issuer representing more than 5 percent of the total value of REIT assets or more than 10
percent of the voting securities of any corporate issuer. Under an exception to thisrule, aREIT
can own 100 percent of the stock of a corporation, but in that case the income and assets of such
corporation are treated as income and assets of the REIT. Securities for purposes of these rules
are defined by reference to the Investment Company Act of 1940.1%

A REIT is generaly required to distribute 95 percent of itsincome before the end of its
taxable year, as deductible dividends paid to shareholders. Thisruleissimilar to arulefor
regulated investment companies (“RICSs’) that requires distribution of 90 percent of income. Both
REITS and RICs can make certain “deficiency dividends’ after the close of the taxable year, and
have these treated as made before the end of the year. The regulations applicable to REITS state
that adistribution will be treated as a “deficiency dividend” and thus as made before the end of the
prior taxable year, only to the extent the earnings and profits for that year exceed the amount of

1% 15 U.S.C. 80a-1 and following.
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distributions actually made during the taxable year.

A REIT that has been or has combined with a C corporation will be disqualified if, as of
the end of its taxable year, it has accumulated earnings and profits from anon-REIT year. A
similar rule applies to regulated investment companies (“RICS’). In the case of aREIT, any
distribution made in order to comply with this requirement is treated a being first from pre-REIT
accumulated earnings and profits. RICs do not have asimilar ordering rule.

In the case of aRIC, under aprovision entitled “procedures similar to deficiency dividend
procedures’, any distribution made within a specified period after determination that the
investment company did not qualify asaRIC for the taxable year will, “for purposes of applying
[the earnings and profits rule that forbids a RIC to have non-RIC earnings and profits] to
subsequent taxable years’, be treated as applying to the RIC for the non-RIC year. The REIT
rules do not specify any particular separate treatment of distributions made after the end of the
taxable year for purposes of the earnings and profits rule. Treasury regulations under the REIT
provisions state that “ distribution procedures similar to those ... for regulated investment
companies apply to non-REIT earnings and profits of areal estate investment trust.”

Reasonsfor Change

The Committee believes that a 10-percent value, as well as a 10-percent votetest, is
appropriate to test the permitted relationship of a REIT to the entitiesin which it invests. The
Committee is concerned that a REIT may invest in an entity in which it owns virtualy all the value
(e.g., through preferred stock) while owning a small amount of the vote. The remainder of the
voting power might be held by persons related to the REIT such asits officers, directors, or
employees. The REIT might effectively be the beneficiary of virtually al the earnings of the entity,
through its preferred stock ownership. Also, the REIT might hold significant debt in the entity. If
the entity isa corporation, this might significantly reduce the corporate tax that the corporation
might pay. If the entity isa partnership engaged in activities that would generate
nonqualified income for the REIT if done directly, the REIT might use a significant debt investment
in the partnership to reduce the amount of nonqualified income it would report from the partnership
while still receiving a significant income stream through the debt.

The Committee believes, however, that certain types of activities that are related to the
REIT sreal estate investments should be permitted to be performed under the control of the REIT,
through the establishment of a“taxable REIT subsidiary”. One such type of activity isthe
provision of certain tenant services that might not be considered customary smply because they
arerelatively new or “cutting-edge” services that the REIT wishes to have provided in order to
retain the competitive value of its properties. The Committee believesit will be smplifying for
the REIT to be able to use the taxable REIT subsidiary, so that any uncertainty whether a particular
service will be considered “customary” would not affect the REIT’ s qualification asaREIT.
Another type of activity is the performance of real estate management and operation, generally for
third parties. A REIT may have developed expertise in such activities with respect to its own
properties, and suchexpertise could efficiently be made available to third parties.
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The Committee believesit is desirable to obtain information regarding the extent of use of
the new taxable REIT subsidiaries and the amount of corporate Federal income tax that such
subsidiaries are paying.

The Committee also believes that a number of other smplifying changes are desirable,
including allowing limited operation of health care facilities after alease terminates; smplifying
the determination whether an entity is an independent contractor; and modifying and conforming
certain RIC and REIT distribution rules.

Explanation of Provision

Taxable REIT subsidiaries

Under the provision, aREIT generally cannot own more than 10 percent of the total value
of securities of asingleissuer, in addition to the present law limit of the REIT’ s ownership to no
more than 10 percent of the outstanding voting securities of a single issuer.

For purposes of the new 10-percent value test, securities are defined to exclude safe
harbor debt owned by aREIT (as defined for purposes of sec. 1361(c)(5)(B)(i) and (ii)) if the
obligor on the debt is an individual. Such debt would also generally be excluded if the REIT (and
any taxable REIT subsidiary of such REIT) owns no other securities of anon-individual issuer. In
the case of aREIT that owns securities of a partnership, safe harbor debt is excluded from the
definition of securities only if the REIT owns at least 20-percent or more of the profitsinterest in
the partnership. The purpose of the partnership rule requiring a 20 percent profitsinterest isto
assure that if the partnership produces income that would be disqualified income to the REIT, the
REIT will be treated as receiving a significant portion of that income directly, even though it may
also derive quaified interest income through its safe harbor debt interest.

An exception to the limitations on ownership of securities of asingle issuer appliesin the
case of a“taxable REIT subsidiary” that meets certain requirements. To qualify as ataxable REIT
subsidiary, both the REIT and the subsidiary corporation must join in an election. In addition, any
corporation (other than aREIT or aqualified REIT subsidiary under section 856(i) that does not
properly elect with the REIT to be ataxable REIT subsidiary) of which ataxable REIT subsidiary
owns, directly or indirectly, more than 35 percent of the vote or value is automatically treated as a
taxable REIT subsidiary. Securities (as defined in the Investment Company Act of 1940) of
taxable REIT subsidiaries could not exceed 25 percent of the total value of a REIT’ s assets.

A taxable REIT subsidiary can engage in certain business activities that under present law
could disqualify the REIT because, but for the proposal, the taxable REIT subsidiary’s activities
and relationship with the REIT could prevent certain income from qualifying as rents from real
property. Specificaly, the subsidiary can provide servicesto tenants of REIT property (even if
such services were not considered services customarily furnished in connection with the rental of
real property), and can manage or operate properties, generaly for third parties, without causing
amounts received or accrued directly or indirectly by REIT for such activitiesto fail to be treated
as rents from real property.
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However, the subsidiary cannot directly or indirectly operate or manage alodging or
healthcare facility. Nevertheless, it can lease a quaified lodging facility (e.g, a hotel) from the
REIT (provided no gambling revenues were derived by the hotel or on its premises); and the rents
paid are treated as rents from real property so long as the lodging facility was operated by an
independent contractor for afee. The subsidiary can bear al expenses of operating the facility and
receive al the net revenues, minus the independent contractor’s fee.

For purposes of the rule that an independent contractor may operate a qualified lodging
facility, an independent contractor will qualify so long as, at the time it enters into the management
agreement with the taxable REIT subsidiary, it is actively engaged in the trade or business of
operating qualified lodging facilities for any person who is not related to the REIT or the taxable
REIT subsidiary. The REIT may receive income from such an independent contractor with respect
to certain pre-existing leases.

Also, the subsidiary generally cannot not provide to any person rights to any brand name
under which hotels or healthcare facilities are operated. An exception applies to rights provided to
an independent contractor to operate or manage alodging facility, if the rights are held by the
subsidiary as licensee or franchisee, and the lodging facility is owned by the subsidiary or leased
toit by the REIT.

Interest paid by ataxable REIT subsidiary to therelated REIT is subject to the earnings
stripping rules of section 163(j). Thus the taxable REIT subsidiary cannot deduct interest in any
year that would exceed 50 percent of the subsidiary’ s adjusted gross income.

If any amount of interest, rent, or other deductions of the taxable REIT subsidiary for
amounts paid to the REIT is determined to be other than at arm’s length (“redetermined” items) , an
excise tax of 100 percent isimposed on the portion that was excessive. “Safe harbors’ are
provided for certain rental payments where the amounts are de minimis, thereis specified
evidence that charges to unrelated parties are substantially comparable, certain charges for
services from the taxable REIT subsidiary are separately stated, or the subsidiary’ s gross income
from the serviceis not less than 150 percent of the subsidiary’ s direct cost in furnishing the
service.

In determining whether rents are arm’ s length rents, the fact that such rents do not meet the
requirements of the specified safe harbors shall not be taken into account. In addition, rent
received by a REIT shall not fail to qualify as rents from real property by reason of the fact that all
or any portion of such rent is redetermined for purposes of the excise tax.

The Commissioner of Internal Revenue is to conduct a study to determine how many
taxable REIT subsidiaries are in existence and the aggregate amount of taxes paid by such
subsidiaries. The Commissioner shall submit areport to the Congress describing the results of
such study.

Health CareREITS
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The provision permits a REIT to own and operate a health care facility for at least two
years, and treat it as permitted “foreclosure” property, if the facility is acquired by the termination
or expiration of alease of the property. Extensions of the 2 year period can be granted.

Conformity with regulated investment company rules

Under the provision, the REIT distribution requirements are modified to conform to the
rules for regulated investment companies. Specifically, aREIT isrequired to distribute only 90
percent, rather than 95 percent, of itsincome.

Definition of independent contr actor

If any class of stock of the REIT or the person being tested as an independent contractor is
regularly traded on an established securities market, only persons who directly or indirectly own 5
percent or more of such class of stock shall be counted in determining whether the
35 percent ownership limitations have been exceeded.

M odification of earnings and profitsrulesfor RICsand REITS

Theruledlowing aRIC to make adistribution after a determination that it had failed RIC
status, and thus meet the requirement of no non-RIC earnings and profits in subsequent years, is
modified to clarify that, when the reason for the determination is that the RIC had non-RIC earnings
and profitsin the initial year, the procedure would apply to permit RIC qualification in theinitial
year to which such determination applied, in addition to subsequent years.

The RIC earnings and profits rules are also modified to provide an ordering rule smilar to
the REIT rule, treating a distribution to meet the requirements of no non-RIC earnings and profits
as coming first from the earliest earnings and profits accumulated in any year for which the RIC
did not qualify asaRIC. In addition, the REIT deficiency dividend rules are modified to apply the
same earnings and profits ordering rule to such dividends as other REIT dividends.

Effective Date

The provision is generally effective for taxable years beginning after December 31, 2000.
The provision with respect to modification of earnings and profits rulesis effective for
distributions after December 31, 2000.

In the case of the provisions relating to permitted ownership of securities of an issuer,
special transition rules apply. The new rules forbidding a REIT to own more than 10 percent of
the value of securities of asingle issuer do not apply to a REIT with respect to securities held
directly or indirectly by such REIT on July 12, 1999, or acquired pursuant to the terms of written
binding contract in effect on that date and at all times thereafter until the acquisition. Also,
securities received in atax-free exchange or reorganization, with respect to or in exchange for
such grandfathered securities would be grandfathered. This transition ceasesto apply to
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securities of a corporation as of the first day after July 12, 1999 on which such corporation
engages in asubstantial new line of business, or acquires any substantial asset, other than pursuant
to abinding contract in effect on such date and at all times thereafter, or in areorganization or
transaction in which gain or lossis not recognized by reason of section 1031 or 1033 of the Code.
If a corporation makes an election to become ataxable REIT subsidiary, effective before January
1, 2004 and at atime when the REIT’ s ownership is grandfathered under these rules, the election
istreated as areorganization under section 368(a)(1)(A) of the Code.
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D. Increase State Volume Limits on Tax-Exempt Private Activity Bonds
(sec. 1081 of the bill and sec. 146 of the Code)

Present L aw

Interest on bonds issued by States and local governments is excluded from income if the
proceeds of the bonds are used to finance activities conducted and paid for by the governmental
units (sec. 103). Interest on bonds issued by these governmental units to finance activities carried
out and paid for by private persons (“ private activity bonds’) is taxable unless the activities are
specified in the Internal Revenue Code. Private activity bonds on which interest may be tax-
exempt include bonds for privately operated transportation facilities (airports, docks and wharves,
mass transit, and high speed rail facilities), privately owned and/or provided municipal services
(water, sewer, solid waste disposal, and certain electric and heating facilities), economic
development (small manufacturing facilities and redevel opment in economically depressed areas),
and certain social programs (low-income rental housing, qualified mortgage bonds, student loan
bonds, and exempt activities of charitable organizations described in sec. 501(c)(3)).

The volume of tax-exempt private activity bonds that States and local governments may
issue for most of these purposes in each calendar year islimited by State-wide volume limits. The
current annual volume limits are $50 per resident of the State or $150 million if greater. The
volume limits do not apply to private activity bonds to finance airports, docks and wharves,
certain governmentally owned, but privately operated solid waste disposal facilities, certain high
speed rail facilities, and to certain types of private activity tax-exempt bonds that are subject to
other limits on their volume (qualified veterans mortgage bonds and certain “new” empowerment
zone and enterprise community bonds).

The current annual volume limits that apply to private activity tax-exempt bonds increase to
$75 per resident of each State or $225 million, if greater, beginning in calendar year 2007. The
increase is, ratably phased in, beginning with $55 per capita or $165 million, if greater, in
calendar year 2003.

Reasonsfor Change

The Committee has determined that an adjustment to the annual State private activity bond
volume limitsto levels comparable to the dollar limits that first applied after enactment of the Tax
Reform Act of 1986 is appropriate. Such an adjustment will assist States in meeting infrastructure
needs and encouraging economic development and will facilitate continuation of privatization
efforts regarding municipal services such as solid waste disposal, water, and sewer services
without reversing the general policy of limiting the use of this Federal subsidy for conduit
borrowing in transactions that distort market choice and efficiency.

Explanation of Provision

The bill increases the present-law annual State private activity bond volume limitsto $75
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per resident of each State or $225 million (if greater) beginning in calendar year 2005. The
increase is phased-in as follows, beginning in calendar year 2001:

Calendar Year Volume Limit
2001 $55 per resident ($165 million if greater)
2002 $60 per resident ($180 million if greater)
2003 $65 per resident ($195 million if greater)
2004 $70 per resident ($210 million if greater)

Effective Date

The volume limit increases are effective beginning in calendar year 2001 and will be fully
effectivein calendar year 2005 and thereafter.
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E. Treatment of Leasehold | mprovements
(sec. 1091 of the bill and sec. 168 of the Code)

Present L aw

Depreciation of leasehold improvements

Depreciation allowances for property used in atrade or business generally are determined
under the modified Accelerated Cost Recovery System ("MACRS") of section 168. Depreciation
allowances for improvements made on leased property are determined under MACRS, even if the
MACRS recovery period assigned to the property islonger than the term of the lease (sec.
168(i)(8)).1*® Thisrule applies regardiess whether the lessor or lessee places the leasehold
improvementsin service ™ |f aleasehold improvement constitutes an addition or improvement to
nonresidential real property already placed in service, the improvement is depreciated using the
straight-line method over a 39-year recovery period, beginning in the month the addition or
improvement was placed in service (secs. 168(b)(3), (c)(1), (d)(2), and (i)(6)).1*

Treatment of dispositions of leasehold impr ovements

A lessor of leased property that disposes of aleasehold improvement which was made by
the lessor for the lessee of the property may take the adjusted basis of the improvement into
account for purposes of determining gain or lossif the improvement isirrevocably disposed of or

19 The Tax Reform Act of 1986 modified the Accelerated Cost Recovery System
("ACRS") to ingtitute MACRS. Prior to the adoption of ACRS by the Economic Recovery Act of
1981, taxpayers were allowed to depreciate the various components of a building as separate
assets with separate useful lives. The use of component depreciation was repealed upon the
adoption of ACRS. The Tax Reform Act of 1986 also denied the use of component depreciation
under MACRS.

10 Former Code sections 168(f)(6) and 178 provided that in certain circumstances, a
lessee could recover the cost of |easehold improvements made over the remaining term of the
lease. These provisions were repealed by the Tax Reform Act of 1986.

111 1f the improvement is characterized as tangible personal property, ACRS or MACRS
depreciation is calculated using the shorter recovery periods and accel erated methods applicable
to such property. The determination of whether certain improvements are characterized as tangible
personal property or as nonresidential real property often depends on whether or not the
improvements constitute a " structural component” of a building (as defined by Treas. Reg. sec.
1.48-1(e)(1)). See, for example, Metro National Corp., 52 TCM 1440 (1987); King Radio Corp.,
486 F.2d 1091 (10th Cir., 1973); Mallinckrodt, Inc., 778 F.2d 402 (8th Cir., 1985) (with respect
various leasehold improvements).
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abandoned by the lessor at the termination of the lease.'*? This rule conforms the treatment of
lessors and |essees with respect to leasehold improvements disposed of at the end of aterm of
lease. For purposes of applying thisrule, it is expected that alessor must be able to separately
account for the adjusted basis of the leasehold improvement that is irrevocably disposed of or
abandoned. This rule does not apply to the extent section 280B applies to the demolition of a
structure, a portion of which may include leasehold improvements.*

Reasons for Change

The Committee believes that costs that relate to the leasing of property should not be
recovered beyond the term of the lease to the extent the costs do not provide a future benefit
beyond that term. Although lease terms differ, the Committee believes that lease terms for
commercia real estate typically are shorter than the present-law 39-year recovery period. In the
interests of simplicity and administrability, a uniform period for recovery of leasehold
improvements is desirable. The Committee bill therefore shortens the recovery period for
leasehold improvementsto 15 years.

Explanation of Provision

The provision provides that 15-year property for purposes of the depreciation rules of
section 168 includes qualified leasehold improvement property. The straight line method is
required to be used with respect to qualified leasehold improvement property.

Qualified leasehold improvement property is any improvement to an interior portion of a
building that is nonresidential real property, provided certain requirements are met. The
improvement must be made under or pursuant to alease either by the lessee (or sublessee) of that
portion of the building, or by the lessor of that portion of the building. That portion of the building
isto be occupied exclusively by the lessee (or any sublessee). The original use of the qualified
leasehold improvement property must begin with the lessee, and must begin after December 31,
2000. The improvement must be placed in service more than three years after the date the building
was first placed in service.

Qualified leasehold improvement property does not include any improvement for which the
expenditure is attributable to the enlargement of the building, any elevator or escalator, any
structural component benefitting a common area, or the internal structura framework of the
building.

112 The conference report describing this provision mistakenly states that the provision
applies to improvements that are irrevocably disposed of or abandoned by the lessee (rather than
the lessor) at the termination of the lease.

113 Under present law, section 280B denies a deduction for any loss sustained on the
demolition of any structure.
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No special ruleis specified for the class life of qualified leasehold improvement property.
Therefore, the genera rule that the class life for nonresidential real and residential rental property
is40 years applies.

For purposes of the provision, acommitment to enter into alease is treated as alease, and
the parties to the commitment are treated as lessor and lessee, provided the lease is in effect at the
time the qualified leasehold improvement property is placed in service. A lease between related
personsis not considered a lease for this purpose.

Effective Date

The provision is effective for qualified leasehold improvement property placed in service
after December 31, 2002.
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TITLE XI. MISCELLANEOUSPROVISIONS

A. Repeal Certain Excise Taxeson Rail
Diesdl Fuel and Inland Waterway Bar ge Fuels
(sec. 1101 of the bill and secs. 4041 and 4042 of the Code)

Present L aw
Under present law, diesel fuel used intrainsis subject to a4.3-cents-per gallon General
Fund excisetax. Similarly, fuels used in barges operating on the designated inland waterways
system is subject to a 4.3-cents-per-gallon General Fund excise tax. In both cases, the 4.3-cents-
per-gallon excise tax rates are permanent.

Reasons for Change

The Committee notes that in 1993 the Congress enacted the present-law 4.3-cents-per-
gallon excise tax as amotor fuels tax on amost al motor fuel uses with the receipts payable to the
Genera Fund. Since that time, the Congress has diverted the 4.3-cents-per-gallon excise tax for
most uses to specified trust funds which provide benefits for those motor fuel users who ultimately
bear the burden of these taxes. Asaresult, the Committee finds that generaly only rail and barge
operators remain as motor fuel users subject to the 4.3-cents-per-gallon excise tax who receive no
benefits from a dedicated trust fund as aresult of their tax burden. The Committee observes that
rail and barge operators compete with other transportation service providers who benefit from
expenditures paid from dedicated trust funds. The Committee concluded that it is inequitable and
distortive of transportation decisions to continue to impose the 4.3-cents-per-gallon excise tax on
diesel fuel used in trains and barges.

Explanation of Provision

The 4.3-cents-per-gallon General Fund excise tax rates on diesel fuel used in trains and
fuels used in barges operating on the designated inland waterways system is repeal ed.
(Upon repeal of the 4.3-cents-per-gallon General Fund tax on diesel fuel used in trains, the
Leaking Underground Storage Tank excise tax automatically expires.)

Effective Dates

The provision is effective after September 30, 2000.
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B. Tax Treatment of Alaska Native Settlement Trusts
(sec. 1102 of the bill and sec. 501 of the Code)

Present L aw

An Alaska Native Settlement Corporation (“ANC”) may establish a Settlement Trust
(“Trust”) under section 39 of the Alaska Native Claims Settlement Act (“ANCSA”) 14 and transfer
money or other property to such Trust for the benefit of beneficiaries who congtitute all or aclass
of the shareholders of the ANC, to promote the health, education and welfare of the beneficiaries
and preserve the heritage and culture of Alaska Natives.

With certain exceptions, once an ANC has made a conveyance to a Trust, the assets
conveyed shall not be subject to attachment, distraint, or sale or execution of judgement, except
with respect to the lawful debts and obligations of the Trust.

The Internal Revenue Service has indicated that contributions to a Trust constitute
distributions to the beneficiary-shareholders at the time of the contribution and are treated as
dividends to the extent of earnings and profits as provided under section 301 of the Code. The
Trust and its beneficiaries are taxed according to the rules of Subchapter J of the Code.

Reasons for Change

The Committee believes that contributions to a Trust by an ANC should not be taxed as
distributions to beneficiary-shareholders at the time of the contribution. 1n addition, the Committee
believesthat a Trust that is making substantial distributions should be permitted to accumulate a
portion of its annual income without tax at the Trust level in order to preserve more funds for the
ultimate purposes of the Trust.

In order to eliminate controversy over issues such as whether a particular contribution to
or distribution from the Trust would have been adividend, areturn of capital, or capital gain, and
to simplify reporting to beneficiaries, the Committee believes that it is appropriate to tax all
distributions to beneficiaries at ordinary income rates and to permit smplified reporting of such
distributions.

It is not intended that persons other than those presently qualified to be shareholders of an
ANC should ever be able to become shareholders of the ANC or to become beneficiaries of the
Trust. Should such conditions occur, the benefits provided will cease, and the Trust will be
subject to an excise tax.

Explanation of Provision

An Alaska Native Corporation may establish a Trust under section 39 of ANCSA and if

114 43 U.S.C. 1601 et. seq.
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the Trust makes an election for its first taxable year ending after December 31, 1999, no amount
will beincludible in the gross income of a beneficiary of such Trust by reason of a contribution to
the Trust. In addition, unlessthe Trust failsto meet al the requirements of the provision, the Trust
will be permitted to accumulate up to 45 percent of itsincome each year without tax to the Trust or
the beneficiaries on that income.

The earnings and profits of the ANC would not be reduced by the amount of a contribution
to the Trust. However, the ANC earnings and profits would be reduced (up to the amount of the
contribution) as distributions are thereafter made by the Trust that would exceed the Trust’ s total
undistributed net income for al prior years during which an election isin effect plusthe Trust's
distributable net income for the current year, computed under Subchapter J.

An electing Trust must distribute at least 55 percent of its adjusted taxable income for the
year. If the Trust failsto meet this distribution requirement, tax at trust ratesis imposed on the
amount of the failure.

Every distribution by the Trust to beneficiaries would be taxable as ordinary income to the
beneficiaries. Reporting to beneficiaries for the future could be made on form 1099 rather than on
form K-1. Distributions to beneficiaries would be subject to withholding to the extent such
distributions, on an annualized basis, exceed the sum of the standard deduction and the personal
exemption.

Certain additional restrictions apply. If abeneficial interest in the Trust may be sold or
exchanged to a person in a manner that would not be permitted under ANCSA if the interests were
Settlement Common Stock (generally, to a person other than an Alaska Native), then all assets of
the Trust that have not been distributed at the end of the taxable year of the Trust become subject to
an excise tax; thereafter all amounts retained that were subject to that tax are treated as corpus
under subchapter J. Also, if the shares of the ANC may be sold or exchanged to a personin such a
manner, the Trust may continue in existence without an excise tax only if no new contributions are
made to the Trust and the beneficial interestsin the Trust cannot be sold or exchanged in such a
manner.

Apart from these rules, the Trust and its beneficiaries would be taxed according to the
provisions of subchapter J of the Code.

Effective Date

The provision is effective for taxable years of Settlement Trusts ending after December 31,
1999, and contributions to such Trusts after that date.
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C. Allow Corporationsto Take Certain Minimum Tax Credits Againg Minimum Tax
(sec. 1103 of the bill and sec. 53 of the Code)

Present Law

Present law imposes an aternative minimum tax (“AMT”) on a corporation to the extent its
tentative minimum tax exceedsits regular tax liability.

If acorporation is subject to the AMT in one year, it is allowed acredit (“AMT credit”) in
afuture year in the amount of the AMT imposed. The AMT credit is alowed only to the extent that
the regular tax exceeds the tentative minimum tax in a subsequent year. The credit carryforward
period is unlimited.

Reasonsfor Change

The Committee believes that corporations with long-term AMT credits should be allowed
to use those credits, the value of which has substantially diminished under present law by the

passage of time.

Explanation of Provision

The bill allows a corporation with long-term AMT credits to use the AMT credit to offset
aportion of its tentative minimum tax. The portion so allowed isthe least of : (1) the amount of
the corporation’ s long-term minimum tax credit; (2) 50 percent of the corporation’s tentative
minimum tax; or (3) the amount by which the corporation’s tentative minimum tax exceeds its
regular tax for the taxable year.

Under the bill, an AMT credit isalong-term AMT credit if the credit is attributable to the
adjusted net minimum tax of the corporation for ataxable year that began after 1986 and ended
before the fifth taxable year immediately preceding the taxable year for which the determination is
being made. In determining the amount of its long-term AMT credit, a corporation will be deemed
to useitsAMT credit in the order of the taxable years in which the adjusted net minimum tax was
imposed, whether such usage is (or was) under the present-law regular tax or under the bill. Thus,
for example, a calendar year corporation’slong-term AMT credit for 2004 will be its adjusted net
minimum tax for taxable years after 1986 and before 1999, reduced by the amount of the AMT
credit used before 2004.

Effective Date

The provision applies to taxable years beginning after December 31, 2003.
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D. Allow Net Operating L osses from Oil and Gas Properties
ToBeCarried Back for Up to Five Years
(sec. 1104 of the bill and sec. 172 of the Code)

Present L aw

A net operating loss (“NOL™) generaly is the amount by which business deductions of a
taxpayer exceed business gross income. In general, an NOL may be carried back two years and
carried forward 20 years to offset taxable incomein such years*> A carryback of an NOL results
in the refund of Federal income tax for the carryback year. A carryforward of an NOL reduces
Federal income tax for the carryforward year. Special NOL carryback rules apply to (1) casualty
and theft losses of individual taxpayers, (2) Presidentially declared disasters for taxpayers
engaged in afarming business or asmall business, (3) real estate investment trusts, (4) specified
liability losses, (5) excessinterest losses, and (6) farm losses.

Reasons for Change

The Committee notes that oil is, and will continue to be, vital to the American economy.
Low ail prices have created substantial economic hardship in the oil industry and particularly in
those communities where the mgority of jobs are related to the oil and gasindustry. The
Committee is concerned that the current economic hardship in the industry could lead to business
failures and job losses. Many of these businesses are cash starved. While current operations are
unprofitable, many of these businesses have been taxpayers in the past. The Committee findsit
appropriate to allow current net operating losses in the oil and gas industry to be carried back to
earlier, more profitable, years. Thiswill improve the current cash position of many such
businesses and help them weather this current economic storm.

Explanation of Provision

The bill provides a specia five-year carryback for certain eligible oil and gaslosses. The
carryforward period remains 20 years. An “eligible oil and gasloss’ is defined as the lesser of
(2) the amount which would be the taxpayer’s NOL for the taxable year if only income and
deductions attributable to operating minera interests in oil and gas wells were taken into account,
or (2) the amount of such net operating loss for such taxable year. In calculating the amount of a
taxpayer’s NOL carrybacks, the portion of the NOL that is attributable to an eligible oil and gas
lossistreated as a separate NOL and taken into account after the remaining portion of the NOL for
the taxable year.

Effective Date

The provision applies to NOL s arising in taxable years beginning after December 31,
1998.

115 A taxpayer could elect to forgo the carryback of an NOL.
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E. Election to Expense Geogological and Geophysical Expenditures
(sec. 1105 of the bill and sec. 263 of the Code)

Present Law
In general

Under present law, current deductions are not allowed for any amount paid for new
buildings or for permanent improvements or betterments made to increase the vaue of any
property or estate (sec. 263(a)). Treasury Department regulations define capital amounts to
include amounts paid or incurred (1) to add to the value, or substantially prolong the useful life, of
property owned by the taxpayer or (2) to adapt property to anew or different use.!

The proper income tax treatment of geological and geophysical costs ("G& G costs')
associated with oil and gas production has been the subject of a number of court decisions and
administrative rulings. G& G costs are incurred by the taxpayer for the purpose of obtaining and
accumulating data that will serve as abasis for the acquisition and retention of oil or gas
properties by taxpayers exploring for the minerals. Courts have ruled that such costs are capital in
nature and are not deductible as ordinary and necessary business expenses.*'’ Accordingly, the
costs attributable to such exploration are alocable to the cost of the property acquired or
retained.’® Theterm "property” includes an economic interest in atract or parcel of land
notwithstanding that a mineral deposit has not been established or proven at the time the costs are
incurred.

Revenue Ruling 77-188

In Revenue Ruling 77-188'° (hereinafter referred to asthe "1977 ruling™), the Internal
Revenue Service ("IRS") provided guidance regarding the proper tax treatment of G& G costs. The
ruling describes atypica geological and geophysical exploration program as containing the
following elements:

. It is customary in the search for minera producing properties for a taxpayer to
conduct an exploration program in one or more identifiable project areas. Each

116 Treas. Reg. sec. 1.263(a)-(1)(b).
17 See, e.g., Schermerhorn Qil Corporation, 46 B.T.A. 151 (1942).

118 By contrast, section 617 of the Code permits ataxpayer to elect to deduct certain
expenditures incurred for the purpose of ascertaining the existence, location, extent, or quality of
any deposit of ore or other mineral (but not oil and gas). These deductions are subject to recapture
if the mine with respect to which the expenditures were incurred reaches the producing stage.

119 1977-1 C.B. 76.
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project area encompasses aterritory that the taxpayer determines can be explored
advantageoudly in asingle integrated operation. This determination is made after
analyzing certain variables such as the size and topography of the project areato be
explored, the existing information avail able with respect to the project area and
nearby areas, and the quantity of equipment, the number of personnel, and the
amount of money available to conduct a reasonable exploration program over the
project area.

. The taxpayer selects a specific project area from which geological and geophysical
data are desired and conducts a reconnai ssance-type survey utilizing various
geological and geophysical exploration techniques that are designed to yield data
that will afford abasis for identifying specific geological features with sufficient
mineral potentia to merit further exploration.

. Each separable, noncontiguous portion of the original project areain which such a
specific geological feature isidentified is a separate "area of interest.” The
original project areais subdivided into as many small projects as there are areas of
interest located and identified within the original project area. If the circumstances
permit a detailed exploratory survey to be conducted without an initial
reconnai ssance-type survey, the project area and the area of interest will be
coextensive.

. The taxpayer seeks to further define the geological featuresidentified by the prior
reconnai ssance-type surveys by additional, more detailed, exploratory surveys
conducted with respect to each area of interest. For this purpose, the taxpayer
engages in more intensive geological and geophysical exploration employing
methods that are designed to yield sufficiently accurate sub-surface datato afford a
basis for a decision to acquire or retain properties within or adjacent to a
particular area of interest or to abandon the entire area of interest as unworthy of
development by mine or well.

The 1977 ruling providesthat if, on the basis of data obtained from the preliminary
geological and geophysical exploration operations, only one area of interest islocated and
identified within the original project area, then the entire expenditure for those exploratory
operationsis to be alocated to that one area of interest and thus capitalized into the depletable
basis of that area of interest. On the other hand, if two or more areas of interest are located and
identified within the original project area, the entire expenditure for the exploratory operationsis
to be alocated equally among the various areas of interest.

The 1977 ruling further providesthat if, on the basis of data obtained from a detailed
survey that does not relate exclusively to any particular property within a particular area of
interest, an oil or gas property isacquired or retained within or adjacent to that area of interest, the
entire G& G exploration expenditures, including those incurred prior to the identification of the
particular area of interest but allocated thereto, are to be allocated to the property as a capital cost
under section 263(a).
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If, however, from the data obtained by the exploratory operations no areas of interest are
located and identified by the taxpayer within the original project area, then the 1977 ruling states
that the entire amount of the G& G costs related to the exploration is deductible as aloss under
section 165 for the taxable year in which that particular project areais abandoned as a potential
source of mineral production.

Reasonsfor Change

The Committee believes that substantial smplification for taxpayers, significant gainsin
taxpayer compliance, and reductions in administrative cost can be obtained by alowing al
geological and geophysical costs can be deducted currently, regardiess of the taxpayer’s
determination of the suitability of the site or sites examined for future production.

Explanation of Provision

The bill allows geological and geophysical costs incurred in connection with oil and gas
exploration in the United States to be deducted currently.

Effective Date

The provision is effective for G& G costs incurred in taxable years beginning after
December 31, 1999.
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F. Deduction for Delay Rental Payments
(sec. 1106 of the bill and sec. 263A of the Code)

Present L aw

Present law generally requires costs associated with inventory and property held for resale
to be capitalized rather than currently deducted as they are incurred. (sec. 263). Oil and gas
producers typically contract for mineral production in exchange for royalty payments. If mineral
production is delayed, these contracts provide for “delay rental payments’ as a condition of their
extension. The Treasury Department has taken the position that the uniform capitalization rules of
section 263A require delay rental payments to be capitalized.

Reasons for Change

In essence, adelay rental payment is a substitute, both in the eyes of the payor and the
payee, for aroyaty payment that would have been made had the property been brought into
production. The Committee notes that a royalty payment is deductible currently and, therefore,
believes that delay rental payments also should be deductible currently.

Explanation of Provision

The bill alows delay rental payments to be deducted currently.

Effective Date

The provision applies to delay rental payments incurred in taxable years beginning after
December 31, 1999.

No inference is intended from the prospective effective date of this provision asto the
proper treatment of pre-effective date delay rental payments.
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G. Simplify the Active Trade or Business Requirement for Tax-Free Spin-offs
(sec. 1107 of the bill and sec. 355 of the Code)

Present L aw

A corporation generally is required to recognize gain on the distribution of property
(including stock of a subsidiary) to its shareholders as if such property had been sold for itsfair
market value. An exception to thisrule is where the distribution of the stock of a controlled
corporation satisfies the requirements of section 355. Among the requirements that must be
satisfied in order to qualify for tax-free treatment under section 355 isthat, immediately after the
distribution, both the distributing corporation and the controlled corporation must be engaged in
the active conduct of atrade or business (sec. 355(b)(1)). *?° For this purpose, a corporation is
engaged in the active conduct of atrade or business only if (1) the corporation is directly engaged
in the active conduct of atrade or business, or (2) if the corporation is not directly engaged in an
active trade or business, then substantially all of its assets consist of stock and securities of a
corporation it controls that is engaged in the active conduct of atrade or business (sec.
355(b)(2)(A)).

In determining whether a corporation satisfies the active trade or business requirement, the
Internal Revenue Service' s position for advance ruling purposes is that the value of the gross
assets of the trade or business being relied on must congtitute at |east five percent of the total fair
market value of the gross assets of the corporation directly conducting the trade or business.**
However, if the corporation is not directly engaged in an active trade or business, then the
“substantially all” test requiresthat at least 90 percent of the value of the corporation’s gross
assets consist of stock and securities of a controlled corporation that is engaged in the active
conduct of atrade or business.'?

Reasonsfor Change

The Committee believes that the active trade or business requirement should apply on a
limited affiliated group basis. The present law distinction between an operating company and a
holding company serves little purpose with respect to corporations that are in the same affiliated
group. Itisnot uncommon for a holding company, in contemplation of atax-free spin-off, to
undergo a series of internal restructurings (e.q., by merging or liquidating subsidiaries or
contributing assets downstream) which serve little economic purpose other than to satisfy the

120 |f immediately before the distribution, the distributing corporation had no assets other
than stock or securitiesin the controlled corporations, then each of the controlled corporations
must be engaged immediately after the distribution in the active conduct of atrade or business.

121 Rev. Proc. 99-3, sec. 4.01(33), 1999-11.R.B. 111

122 Rev. Proc. 86-41, sec. 4.03(4), 1986-2 C.B. 716; Rev. Proc. 77-37, sec. 3.04, 1977-2
C.B. 568.
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active trade or business test. The Committee believes that corporations should not be forced to
undergo such restructurings simply to satisfy the active trade or business test. Moreover, applying
the active trade or business on an affiliated group basis is consistent with the treatment accorded to
affiliated groups for other purposes of sec. 355(b)(2).22 However, the Committee believes that
treating the entire affiliated group as a single corporation for this purpose would permit
corporations to effectuate a section 355 transaction with respect to stock of a subsidiary that is not
engaged in the active conduct of atrade or business. A more appropriate method is to apply the
test by focusing on the distributing corporation, the controlled corporation, and those corporations
that are in the same ownership chain as the distributing and controlled corporations.

Explanation of Provision

The provision smplifies the active trade or business requirement by eliminating the
“substantially all” test, and instead, applying the active trade or business requirement on an
affiliated group basis. 1n applying the active trade or business test to an affiliated group, each
separate affiliated group (immediately after the distribution) must satisfy the requirement. For the
distributing corporation, the separate affiliated group consists of the distributing corporation as the
common parent and all corporations connected with the distributing corporation through stock
ownership described in section 1504(a)(1)(B) (regardless of whether the corporations are
includible corporations under section 1504(b)). The separate affiliated group for a controlled
corporation is determined in a similar manner (with the controlled corporation as the common
parent).

The following examplesillustrate the application of thisprovision. In each example,
assume that P Corp. has owned 100 percent of the stock of X Corp. and Y Corp for more than five
years (and X and Y are each engaged in the active conduct of atrade or business). X Corp. also
owns 100 percent of the stock of Z Corp. that is not engaged in atrade or business. Pisaholding
company with no assets other than the stock of X and Y. X, Y and Z are each worth $100.

Example 1: P does a spin-off of Y. The spin-off satisfies the active trade or business
requirement. Y, as a stand-alone corporation, satisfies the active trade or businesstest. Similarly,
the P-X-Z separate affiliated group satisfies the test, because 50 percent of the group’ s assets
($100 of $200) are used in the active conduct of atrade or business.

Example 2: P does a spin-off of X and Z. The spin-off satisfies the active trade or
business requirement. The X-Z separate affiliated group satisfies the test, because 50 percent of
the group’ s value ($100 of $200) reflect assets that are used in the active conduct of a trade or
business. Similarly, the P-Y separate affiliated group satisfies the test, because 100 percent of the
group’ s assets are used in the active conduct of atrade or business.

123 Al distributee corporations which are members of the same affiliated group are treated
as one distributee corporation for purposes of determining acquisition of control of a corporation
under sec. 355(b)(2)(D).
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Example 3: X doesa spin-off of Z (resulting in X, Y and Z being first-tier subsidiaries of
P). The spin-off does not satisfy the active trade or business requirement because X, as a stand-
alone corporation, does not satisfy the requirement.

Effective Date

The provision is effective for distributions after the date of enactment. Transition relief is
provided for any distribution that is (1) made pursuant to an agreement which is binding on the
date of enactment and at al times thereafter; (2) described in aruling request submitted to the
Internal Revenue Service on or before such date; or (3) described on or before such datein a
public announcement or in afiling with the Securities and Exchange Commission. A corporation
can make an irrevocable election to have the transition relief not apply (so that the provision
would apply to al distributions after the date of enactment).
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H. Increasethe Maximum Dollar Amount of Refor estation Expenditures
Eligiblefor Amortization and Credit
(sec. 1108 of the bill and secs. 48 and 194 of the Code)
Present L aw

Amortization of reforestation costs (sec. 194)

A taxpayer may elect to amortize up to $10,000 ($5,000 in the case of a separate return by
amarried individual) of qualifying reforestation expenditures incurred during the taxable year with
respect to qualifying timber property. Amortization istaken over 84 months (7 years) and is
subject to a mandatory half-year convention.!?* In the case of an individual, the amortization
deduction is allowed in determining adjusted gross income (an above-the-line deduction) rather
than as an itemized deduction. The amount eligible for amortization has not been increased since
the election was added to the Code in 1980.'®

Qualifying reforestation expenditures are the direct costs a taxpayer incurs in connection
with the forestation or reforestation of a site by planting or seeding, and include costs for the
preparation of the site, the cost of the seed or seedlings, and the cost of the labor and tools
(including depreciation of long lived assets such as tractors and other machines) used in the
reforestation activity. Qualifying reforestation expenditures do not include expenditures that
would otherwise be deductible and do not include costs for which the taxpayer has been
reimbursed under a governmental cost sharing program, unless the amount of the reimbursement is
also included in the taxpayer’ s gross income.

Qualifying timber property includes any woodlot or other site that is located in the United
States that will contain trees in significant commercia quantities and that is held by the taxpayer
for the planting, cultivating, caring for, and cutting of trees for sale or use in the commercial
production of timber products. The regulations require that the site consist of at least one acre that
is devoted to such activities.® A taxpayer may hold qualifying timber property in fee or by lease.
Where the property is held by one person for life with the remainder to another person, the life
tenant is considered the owner of the property for this purpose.

Reforestation amortization is subject to recapture as ordinary income on sale of qualifying

124 Under the half-year convention, all reforestation expenditures are considered to be
incurred on the first day of the first month of the second haf of the taxable year. Thus, an
amortization deduction equal to 6/84 of the expenditures for the year isalowed in thefirst and
eighth years and an amortization deduction equal to 1/7 (12/84) of such expendituresisalowed in
the second through seventh years.

125 Sec. 301(a) of the Multiemployer Pension Plan Amendments Act of 1980.
126 Treas. Reg. sec. 1.194-3(a).
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timber property within 10 years of the year in which the qualifying reforestation expenditures were
incurred.’?’

Refor estation tax credit (sec. 48(b))

A tax credit is allowed equal to 10 percent of the reforestation expenditures incurred
during the year that are properly elected to be amortized. An amount allowed as a credit is subject
to recapture if the qualifying timber property to which the expenditure relates is disposed of within
Syears.

Reasons for Change

The Committee believes that it is appropriate to increase the amount eligible for
amortization and the credit to reflect the increased costs of reforestation. In light of the current
financia difficultiesin the timber industry, the Committee also believesthat it is appropriate to
temporarily allow amortization of reforestation expenditures without limit.

Explanation of Provision

The provision increases the amount of reforestation expenditures eligible for 7-year
amortization and the reforestation credit from $10,000 to $25,000 per taxable year (from $5,000 to
$12,500 in the case of a separate return by a married individual).

For taxable years beginning in 2000 through 2003, the provision removes the limitation on
the amount eligible for 7-year amortization.

Effective Date

The provision is effective for expenditures paid or incurred in taxable years beginning
after December 31, 1999. For taxable years beginning in 2000 through 2003, the amount of
reforestation expenditures eligible for the credit is limited to $25,000 and no limit applies to the
amount eligible for 7-year amortization. For taxable years beginning after 2003, the amount of
reforestation expenditures eligible for 7-year amortization and for the credit is limited to $25,000.

127 Sec. 1245(b)(7); Treas. Reg. sec. 1.194-1(c).
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I. Modify Excise Tax on Arrow Components and Accessories
(sec. 1109 of the bill and sec. 4161 of the Code)

Present L aw
An 12.4 percent excise tax isimposed on the sale by a manufacturer or importer of any
shaft, point, nock, or vane designed for use as part of an arrow which (1) is over 18 incheslong, or
(2) isdesigned for use with ataxable bow (if shorter than 18 inches). An 11-percent tax is
imposed on certain bows and on certain accessories for taxable bows and arrows.

Reasonsfor Change

The Committee believes that modifications must be made to the present-law tax on arrows
and points to better reflect current design and practice in the manufacture of arrows and points.

Explanation of Provision

The bill makes two modifications to the excise tax on arrows and arrow accessories.
First, the amendment extends the 12.4-percent tax on arrow components to inserts and outserts
designed for use with taxable arrows. Inserts and outserts are defined as articles used to attach a
point to an arrow shaft. Second, the amendment reclassifies “broadheads,” or arrow points
designed for hunting fish or large animals, as arrow accessories subject to the 11-percent tax
rather than arrow points subject to the 12.4-percent tax (as under present law).

Effective Date

The provision applies to sales by manufacturers beginning on the first day of the first
calendar quarter that begins more than 30 days after the bill’ s enactment.
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J. Increase Joint Committee on Taxation Refund Review
Threshold to $2 Million (sec. 1110 of the bill and sec. 6405 of the Code)

Present Law

No refund or credit in excess of $1,000,000 of any income tax, estate or gift tax, or certain
other specified taxes, may be made until 30 days after the date a report on the refund is provided to
the Joint Committee on Taxation (sec. 6405). A report isalso required in the case of certain
tentative refunds. Additionally, the staff of the Joint Committee on Taxation conducts post-audit
reviews of large deficiency cases and other select issues.

Reasons for Change

The Committee believes that it is appropriate to increase the refund review threshold,
which has been set at $1,000,000 since 1990. Increasing it will accelerate the issuance of refunds
between $1,000,000 and $2,000,000 to the taxpayers involved. In addition, thisincrease will free
up significant resources of both the Internal Revenue Service and the staff of the Joint Committee
on Taxation, without materially impairing the ability to monitor problemsin the administration of
the tax laws.

Explanation of Provision

The provision increases the threshold above which refunds must be submitted to the Joint
Committee on Taxation for review from $1,000,000 to $2,000,000. The staff of the Joint
Committee on Taxation would continue to exercise its existing statutory authority to conduct a
program of expanded post-audit reviews of large deficiency cases and other select issues, and the
IRS is expected to cooperate fully in this expanded program.

Effective Date

The provision is effective on the date of enactment, except that the higher threshold does
not apply to arefund or credit with respect to which areport was made before the date of
enactment.
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K. Modify the Definition of Rural Airport Eligible for Reduced
Air Passenger Ticket Tax Rate (sec. 1111 of the bill and sec. 4261 of the Code)

Present Law

Air passenger transportation is subject to an excise tax equal to 8 percent of the amount
paid plus $2 per flight segment. After September 30, 1999, the ad val orem portion of this tax will
decrease to 7.5 percent and the flight segment portion will increase to $2.25. Additional increases
in the flight segment tax are scheduled until that rate equals $3 per flight segment (with indexing of
the $3 amount one year after it is reached).

Flight segments to or from qualified rural airports are eligible for areduced air passenger
tax of 7.5 percent, with no segment tax being imposed on those segments. A qualified rura airport
is defined as an airport that enplaned fewer than 100,000 passengersin the second preceding
calendar year and either (1) is not located within 75 miles of alarger airport not qualified for the
reduced tax rate or (2) was receiving essential air service subsidy payments as of August 5, 1997.

Reasons for Change

The Committee notes that the present-law definition of “rural airports’ generally
encompasses those airports that do not offer potential customers a viable alternative to alarger
airport from which aticket would subject the purchaser to the flight segment tax in addition to the
ad valoremtax. The Committee observes that airports located on islands with no direct access by
road from the mainland also would not offer potential customers a viable aternative to alarger
airport, even if theisdand airport is within 75 miles of the larger airport.

Explanation of Provision

The definition of qualified rural airport is expanded to include otherwise qualified airports
that are located within 75 miles of alarger airport not qualified for the reduced tax rate if those
airports are not connected by road to the larger airport (e.g., an airport on an island not connected
by bridge to the mainland).

Effective Date

The provision is effective for amounts paid after December 31, 1999, for air transportation
beginning after that date.
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L. Dividends Paid by Cooperatives (sec. 1112 of the bill and sec. 1388(a) of the Code)
Present L aw
In general

Cooperatives, including tax-exempt farmers cooperatives, and their members are subject
to special tax rules under subchapter T of the Code (sec. 1381 et seq.). In general, these
provisions operate to treat the cooperative more like a conduit than a separate taxable business
enterprise. In general, subchapter T appliesto tax-exempt farmers cooperatives (described in sec.
521(b)) or any other corporation operating on a cooperative basis (except mutual savings banks,
insurance companies, other tax-exempt organizations, and certain utilities).

For Federal income tax purposes, a cooperative generally computesitsincome asif it
were a taxable corporation, with one important exception -- the cooperative may deduct from its
taxable income patronage dividends paid. In general, patronage dividends are the profits of the
cooperative that are rebated to its patrons pursuant to a preexisting obligation of the cooperative to
do so. The rebate must be made in some equitable fashion on the basis of the quantity or value of
business done with the cooperative. Except for tax-exempt farmers cooperatives, cooperatives
are permitted to deduct patronage dividends only to the extent of net income derived from
transactions with its members. The availability of these deductions for the cooperative has the
effect of allowing the cooperative to be treated like a conduit with respect to profits derived from
transactions with members.

Definition of patronage dividends

Treasury regulations provide that the term patronage dividends are amounts paid to patrons
(2) on the basis of the quantity or value of business done with or for its patrons, (2) under avalid
enforceable written obligation to the patron to pay such amount, which obligation existed before
the cooperative received such amounts, and (3) which is determined by reference to the net
earnings of the cooperative from business done with or for its patrons. Treas. Reg. sec. 1.1388-
1(a).

Treatment of dividends paid by cooper ative (the “ dividend allocation rule’)

Those Treasury Regulations also provide that “net earnings .... shall be reduced by
dividends paid on capital stock or other proprietary capital interests.” Treas. Reg. sec. 1.1388-
1(a). The effect of thisruleisto reduce the amount of earnings that the cooperative can treat as
patronage earnings which, consequently, reduces the amount that cooperative can deduct as
patronage dividends. The dividend allocation rule of the Treasury Regulationsinitially was
applied by the courts where the organizational documents of the cooperative provided that the
dividends could be paid from both patronage and nonpatronage earnings, but later was applied in
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all cases.'?®

Reasonsfor Change

The Committee believes that the dividend allocation rule should not apply to the extent that
the cooperative' s organizational documents provide that capital stock dividends do not reduce the
amounts owed to patrons as patronage dividends. To the extent that capital stock dividends arein
addition to amounts paid under the cooperative' s organizational documents to patrons as patronage
dividends, the Committee believes that those capital stock dividends are not being paid from
earnings from nonpatronage business.

In addition, the Committee believes cooperatives should be able to raise needed equity
capital by issuance of capital stock without dividends paid on that capital stock causing taxation of
the cooperative on a portion of its patronage income.

Explanation of Provision

Under the provision, patronage-sourced income is not reduced to the extent that the
organizational documents (articles of incorporation, bylaws, or contract with patrons) provide that
dividends on capital stock (or other proprietary capital interests) are “in addition” to amounts
otherwise payable as patronage dividends.

Effective Date

The provision is effective for distributions made in taxable years beginning after the date
of enactment.

128 Therule was first adopted by in cases where dividends paid by a cooperative came
from earnings from both patronage and nonpatronage business (see A.R.R. 6697, C.B. 111-1, 287
(payment of dividends from reserve funded from a portion of al earnings); Mississippi Chemical
Corp. v. U.S,, 197 F. Supp. 490 (S.D. Miss., 1961)(“common stock dividends are to be paid first
from profits on non-stockholder business and only the deficiency, if any, may be deducted from
margins on stockholder patronage’), aff’d, 326 F.2d 569 (5" Cir. 1964)), but the dividend
allocation rule also was extended by courts, and eventually through regulations and rulings issued
by the Internal Revenue Service, to apply also to cases where dividends on capital stock could be
paid only from earnings from nonpatronage business (Valparaiso Grain & Lumber Company V.
Commissioner, 44 B.T.A. 125 (1941)(“bylaws provide for payment of fixed dividends on capital
stock before any distributions of patronage rebates can be made’); Rev. Rul. 68-228, 68-2 C.B.
385).
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M. Permit Consolidation of Life and Nonlife Insurance Companies
(sec. 1113 of the bill and secs. 1504(b)(2) and 1504(c) of the Code)

Present Law

Under present law, an affiliated group of corporations means one or more chains of
includible corporations connected through stock ownership with acommon parent corporation
(sec. 1504(a)(1)). The stock ownership requirement consists of an 80-percent voting and value
test. In general, an affiliated group of corporations may file a consolidated tax return for Federa
income tax purposes.

Life insurance companies (subject to tax under section 801) generaly are not treated as
includible corporations, and therefore may not be included in a consolidated return of an affiliated
group including nonlife-insurance companies, unless the common parent of the group elects to treat
the life insurance companies as includible corporations (sec. 1504(c)(2)).

Under the election to treat life insurance companies as includible corporations of an
affiliated group, two special 5-year limitation rules apply. Thefirst 5-year rule providesthat a
life insurance company may not be treated as an includible corporation until it has been a member
of the group for the 5 taxable years immediately preceding the taxable year for which the
consolidated returnisfiled (sec. 1504(c)(2)). The second 5-year rule provides that any net
operating loss of a nonlife-insurance member of the group may not offset the taxable income of a
life insurance member for any of the first 5 years the life and nonlife-insurance corporations have
been members of the same affiliated group (sec. 1503(c)(2)). Thisrule appliesto nonlife losses
for the current taxable year or as a carryover or carryback.

A separate 35-percent limitation also applies under the election to treat life insurance
companies as includible corporations of an affiliated group (sec. 1503(c)(1)). Thisrule provides
that if the non-life-insurance members of the group have a net operating loss, then the amount of the
loss that is not absorbed by carrybacks against the nonlife-insurance members' income may offset
the life insurance members income only to the extent of the lesser of: (1) 35 percent of the amount
of theloss; or (2) 35 percent of the life insurance members’ taxable income. The unused portion of
thelossis available as a carryover and is added to subsequent-year losses, subject to the same 35-
percent limitation.

Reasons for Change

The Committee understands that the five-year limitation rule under the election to trest life
insurance companies as includible corporations gives rise to considerable complexity in
application. The Committee believes that desirable simplification of the tax law can be achieved
by repeal of the five-year limitation on consolidation.

Explanation of Provision
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The provision repeals the 5-year limitation rule relating to consolidation under the election
to treat life insurance companies as includible corporations of an affiliated group. The provision
also repeals the rule that alife insurance corporation is not an includible corporation unless the
common parent makes an election to treat life insurance companies as includible corporations.
Thus, under the provision, alife insurance company is treated as an includible corporation starting
with the first taxable year for which it becomes a member of the affiliated group and otherwise
meets the definition of an includible corporation. However, as under present law, any net
operating loss of a nonlife-insurance member of the group may not offset the taxable income of a
life insurance member for any of the first five years the life and nonlife-insurance corporations
have been members of the same affiliated group. The provision retains the 35-percent limitation of
present law with respect to any life insurance company that is an includible corporation of an
affiliated group.

Effective Date

The provision is effective for taxable years beginning after December 31, 2000.

To the extent that a consolidated net operating loss is created or increased by the
provision, the loss may not be carried back to ataxable year beginning before January 1, 2001. In
addition, no affiliated group terminates solely by reason of the provision. The provision waives
the 5-year waiting period for reconsolidation under section 1504(a)(3), in the case of any
corporation that was previously an includible corporation, but was subsequently deemed not to be
an includible corporation as aresult of becoming a subsidiary of a corporation that was not an
includible corporation by reason of the 5-year rule of section 1504(c)(2) (providing that alife
insurance company may not be treated as an includible corporation until it has been a member of
the group for the 5 taxable years immediately preceding the taxable year for which the
consolidated return isfiled).
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N. Modify Personal Holding Company “Lending or Finance Business’ Exception
(sec. 1114 of the bill and sec. 542 of the Code)

Present L aw

Personal holding companies (PHC' s) are subject to a 39.6% tax on undistributed PHC
income. Thistax can be avoided by distributing the income to shareholders, who then pay
shareholder level tax. PHC s are closely held companies with at |east 60% “personal holding
company income” (PHCI). Thisis generaly passive income, including interest, dividends, and
rents. Certain rent is excluded from the definition, if rent is at least 50 percent of the adjusted
ordinary grossincome of the company and other undistributed PHCI does not exceed 10 percent of
the adjusted ordinary gross income.

In the case of agroup of corporations filing a consolidated return, with certain exceptions,
the application of the PHC tax to the group and any member thereof is generally determined on the
basis of consolidated income and consolidated PHCI. 1f any member of the group is excluded
from the definition of a PHC under certain provisions (including one for certain lending or finance
businesses), then each other member of the group is tested separately for PHC status.

A special rule of present law excludes alending or finance business from the definition of
aPHC if certain requirements are met. At least 60% of its income must come from the active
conduct of alending or finance business, and no more than 20% of its adjusted gross income may
be from certain other PHCI. A lending or finance business does not include a business of making
loans longer than 144 months (12 years). Also, the deductions attributable to this active lending or
finance business (but not including interest expense) must be at least 5 percent of income over
$500,000 (plus 15 percent of income under that amount).

Reasonsfor Change

The Committee believes that present law does not adequately account for the fact that
lending and leasing can be similar financing activities, and that these activities can be active
businesses even though they may not meet al the present law requirements for exclusion from PHC
status.

The Committee is al'so concerned that in the context of an affiliated group filing a
consolidated return, the present-law rule requiring 60 percent of the income of such a company to
be from alending or finance business can prevent qualification of a member of the group merely
because other members of the group receive substantial income from other active businesses (if
such other income exceeds 40 percent of the group’ stotal income).

Explanation of Provision

The provision modifies the personal holding company exclusion for lending or finance
companies to provide that, in determining whether a member of an affiliated group (as defined in
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section 1504(a)(1)) filing a consolidated return is alending or finance company, only corporations
engaged in alending or finance business are taken into account, and all such companies are
aggregated for purposes of this determination. The effect of thisruleisto treat a corporation asa
lending or finance company if all companies engaged in alending or finance businessin the
affiliated group, in the aggregate, satisfy the requirements of the exclusion.

The provision also repeal s the business expense requirement and the limitation on the
maturity of loans made by alending or finance business.

The provision also broadens the definition of alending or finance business to include
providing financia or investment advisory services, aswell as engaging in leasing, including
entering into leases and/or purchasing. servicing, and/or disposing of leases and |eased assets.

Rents that are not derived from the active and regular conduct of alending or finance
business would continue to be treated under the present law personal holding company income
rules.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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O. Tax Credit for Modificationsto Inter-City Buses Required
Under the Americanswith Disabilities Act of 1990
(sec. 1115 of the bill and sec. 44 of the Code

Present L aw

Present law provides atax credit (“the disabled access credit”) for eligible access
expenditures paid or incurred by an eligible small business so that such business may comply with
the Americans with Disabilities Act of 1990, (the’ ADA”). The amount of the credit for any taxable
year is equal to 50 percent of the digible access expenditures for the taxable year that exceed
$250 but do not exceed $10,250. Therefore the maximum annual credit is $5,000. An eligible
small business is defined for any taxable year as a person that had gross receipts for the preceding
taxable year that did not exceed $1 million or had no more than 30 full-time employees during the
preceding taxable year.

Eligible access expenditures are defined as amounts paid or incurred by an eligible small
business for the purpose of enabling such eligible small business to comply with applicable
requirements of the ADA, asin effect on the date of enactment of the credit. Eligible access
expenditures generally include amounts paid or incurred (1) for the purpose of removing
architectural, communication, physical, or transportation barriers which prevent a business from
being accessible to, or usable by, individuals with disabilities; (2) to provide qualified
interpreters or other effective methods of making aurally delivered materials available to
individuals with hearing impairments; (3) to provide qualified readers, taped texts, hearing
impairments; (3) to provide qualified readers, taped texts and other effective methods of making
visually delivered materials available to individuals with visual impairments; (4) to acquire or
modify equipment or devices for individuals with disabilities; or (5) to provide other similar
services, modifications, materias, or equipment. The expenditures must be reasonable and
necessary to accomplish these purposes.

The disabled access credit is a general business credit and is subject to the present-law
limitations on the amount of the general business credit that may be used for any taxable year.
However, the portion of the unused business credit for any taxable year that is attributable to the
disabled access credit may not to be carried back to any taxable year ending before the date of
enactment of the credit.

Reasons for Change

The Committee believes that the costs of compliance with the ADA creates too heavy a
burden on taxpayersin the case of certain inter-city buses. Therefore the Committee believes that
the disabled access credit should be expanded to mitigate the burden of these taxpayers.

Explanation of Provision

The bill extends the disabled access credit to a business without regard to the eligible
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small business limitation generally applicable under the credit for the cost of making certain inter-
city buses comply with the ADA under the Department of Transportation’s (“DOT’S’) final rule
making on September 28, 1998, (49 CFR Part 37). Specificaly, the definition of eligible access
expenditure under the credit is expanded to include the incremental capital cost paid or incurred by
the taxpayer so that certain inter-city buses satisfy the DOT’ s rule making under the ADA. For
purposes of this provision, the allowable credit is 50 percent of the eligible access expenditures,
per bus, for the taxable year that exceed $250 but do not exceed $30,250. Therefore the maximum
credit is $15,000, per bus. The otherwise allowable eligible access expenditures are reduced by
any Federal or State grant monies received by the taxpayer to subsidize such expenditures relating
to such intercity buses. For these purposes, inter-city buses are buses eligible for the reduced
diesal fuel tax rate of 7.4 cents per gallon.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999 and before
January 1, 2012.

-210-



P. Increased Deduction for Business M eals While Operating Under
Department of Transportation Hours of Service Limitations
(sec. 1116 of the bill and sec. 274 of the Code)

Present Law

Ordinary and necessary business expenses, as well as expenses incurred for the production
of income, are generally deductible, subject to a number of restrictions and limitations. Generally,
the amount allowable as a deduction for food and beverage is limited to 50 percent of the
otherwise deductible amount. Exceptions to the 50 percent rule are provided for food and
beverages provided to crew members of certain vessels and offshore oil or gas platforms or
drilling rigs.

The 1997 Act increased to 80 percent the deductible percentage of the cost of food and
beverages consumed while away from home by an individual during, or incident to, a period of
duty subject to the hours of service limitations of the Department of Transportation.

Individuals subject to the hours of service limitations of the Department of Transportation
include:

(1) certain air transportation employees such as pilots, crew, dispatchers, mechanics, and
control tower operators pursuant to Federal Aviation Administration regulations,

(2) interstate truck operators and interstate bus drivers pursuant to Department of
Transportation regulations,

(3) certain railroad employees such as engineers, conductors, train crews, dispatchers and
control operations personnel pursuant to Federal Railroad Administration regulations, and

(4) certain merchant mariners pursuant to Coast Guard regulations.

The increase in the deductible percentage is phased in according to the following schedule.

Taxable years beginning in Deductible percentage
1998, 1999 55
2000, 2001 60
2002, 2003 65
2004, 2005 70
2006, 2007 75
2008 and thereafter 80

Reasons for Change
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Individuals subject to the hours of service limitations of the Department of Transportation
are frequently forced to eat meals away from home in circumstances where their choiceis limited.
The Committee believes that it is appropriate to accelerate by one year the full 80 percent
deduction for the cost of food and beverages consumed while away from home on business by
these individuals.

Explanation of Provision

The bill accelerates the full 80 percent deduction to taxable years beginning after 2006.

Effective Date

The provision is effective for taxable years beginning after 2006.
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Q. Authorize Limited Private Activity Tax-Exempt Financing
for Highway Construction (sec. 1117 of the bill)

Present Law

Present law exempts interest on State or local government bonds from the regular income
tax if the proceeds of the bonds are used to finance governmental activities of those units and the
bonds are repaid with governmental revenues. Interest on bonds issued by States or local
governments acting as condulits to provide financing for private personsis taxable unless a specific
exception is provided in the Code. No such exception is provided for bonds issued to provide
conduit financing for privately constructed and/or privately operated highways (e.g. toll roads).

Reasonsfor Change

The Committee believes it isimportant to provide increased flexibility for tax-exempt
financing of alimited number of public-private partnerships in the construction and operation of
transportation infrastructure as provided under the Transportation Equity Act for the 21% Century.

Explanation of Provision

The bill authorizes issuance of up to $15 billion of private activity tax-exempt bonds to
finance the construction of up the 15 private highway pilot projects made digible for other special
assistance under the Trangportation Equity Act for the 21 Century. Bonds for these projects
generally will be subject to al Code provisions governing issuance of tax-exempt private activity
bonds except (1) the annual State volume limits (sec. 146) and (2) no proceeds of these bonds may
be used to finance land.

Effective Date

The provision applies to bonds issued after December 31, 1999.
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R. Extend Tax Credit for First-Time D.C. Homebuyers
(sec. 1118 of the bill and sec. 1400C of the Code)

Present L aw

First-time homebuyers of a principa residence in the District of Columbia are eligible for
anonrefundable tax credit of up to $5,000 of the amount of the purchase price. The $5,000
maximum credit applies both to individuals and married couples. Married individualsfiling
separately can claim a maximum credit of $2,500 each. The credit phases out for individual
taxpayers with adjusted gross income between $70,000 and $90,000 ($110,000-$130,000 for joint
filers). For purposes of digibility, “first-time homebuyer” means any individual if such individual
did not have a present ownership interest in a principa residence in the District of Columbiain the
one year period ending on the date of the purchase of the residence to which the credit applies.
The credit is scheduled to expire for residences purchased after December 31, 2000.

Reasonsfor Change

The D.C. firgt-time homebuyer credit is designed to encourage eligible homebuyers to buy
in the District of Columbia so asto stabilize or increase its population and improve its tax base.
Recently, the District of Columbia has been experiencing an increase in home sales.  Although it
isdifficult to know to what extent the D.C. homebuyer credit may have been afactor in the
increase, the Committee believes that the enactment of the first-time homebuyer credit in 1997 has
contributed to the increase and should be extended.

The Committee is concerned that the present-law phase-out range for joint filersis
disadvantageous to married couplesfiling ajoint return because the phase-out range for joint filers
isless than twice that for individuals. The Committee believes that this disparity should be
eliminated.

Explanation of Provision

The D.C. firgt-time homebuyer tax credit is extended for 1 year, through December 31,
2001. In addition, the phase-out range for married individualsfiling ajoint return isincreased so
that it istwice that of individuals. Thus, under the provision, the credit phases out for joint filers
with adjusted gross income between $140,000 and $180,000.

Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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S. Expand the Zero-percent Capital Gains Rate for DC Zone Assets
(sec. 1119 of the bill and sec. 1400B of the Code)

Present L aw

Present law provides a zero-percent capital gains rate for capital gains from the sale of
certain qualified DC Zone assets held for more than five years. In general, a“DC Zone asset”
means stock or partnership interests held in, or tangible assets held by, aDC Zone business. A DC
Zone business generaly refers to certain enterprise zone businesses within the DC Zone.**® For
purposes of the zero-percent capital gainsrate, the D.C. Zoneis defined to include all census tracts
within the District of Columbiawhere the poverty rate is not less than 10 percent as determined on
the basis of the 1990 Census (sec. 1400B(d)).

Reasonsfor Change

The Committee believes that the zero-percent capital gains rate is an effective incentive to
encourage economic development in the District of Columbia. Limiting the benefits of the zero
percent rate to particular census tracts hampers the effectiveness of the benefit and creates
disparitiesin the tax treatment of similar investments located in adjacent census tracts. The
Committee believes that economic development should be encouraged throughout the District.

Explanation of Provision

The provision eliminates the 10-percent poverty rate limitation for purposes of the zero-
percent capital gainsrate. Thus, the zero-percent capital gains rate applies to capital gains from
the sale of assets held more than five years attributable to certain qualifying businesses located in
the District of Columbia.

Effective Date

The provision is effective for DC Zone business stock and partnership interests originally
issued after, and DC Zone business property assets originally acquired by the taxpayer after,
December 31, 1999.

129 For purposes of the zero-percent capital gainsrate, a DC Zone businessis defined by
reference to the definition of an enterprise zone business in section 1397B, except that (1) the
requirement that 35 percent of the employees of the business must be residents of the DC Zone
does not apply, and (2) the DC zone business must derive at least 80 percent (as opposed to 50
percent) of itstotal gross income from the active conduct of a qualified business within the DC
Zone (sec. 1400B(c)).
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T. Establish a Seven-year Recovery Period for Natural Gas Gathering Lines
(sec. 1120 of the bill and sec. 168 of the Code)

Present L aw

The applicable recovery period for assets placed in service under the Modified
Accelerated Cost Recovery System is based on the “ class life of the property.” The classlives of
assets placed in service after 1986 are set forth in Revenue Procedure 87-56.1%°

Revenue Procedure 87-56 includes two asset classes that could describe natural gas
gathering lines owned by nonproducers of natural gas. Asset class 13.2, describing assets used in
the exploration for and production of petroleum and natural gas deposits, provides aclass life of
14 years and a depreciation recovery period of seven years. Asset class 46.0, describing pipeline
transportation, provides a classlife of 22 years and arecovery period of 15 years. The
uncertainty regarding the appropriate recovery period has resulted in litigation between taxpayers
and the IRS. Recently, the 10" Circuit Court of Appeals held that natural gas gathering lines
owned by nonproducers fall within the scope of Asset class 13.2 (i.e., seven-year recovery
period).t3t

Reasonsfor Change

The Committee believes that the appropriate recovery period for natural gas gathering lines
isseven years. Thisis consistent with the historical treatment of such property.

Explanation of Provision

The provision establishes a statutory seven-year recovery period for all natural gas
gathering lines. For this purpose, a natura gas gathering line is defined to include pipe,
equipment, and appurtenances that is (1) determined to be a gathering line by the Federal Energy
Regulatory Commission, or (2) used to deliver natura gas from the wellhead or a common point to
the point at which such gasfirst reaches (a) a gas processing plant, (b) an interconnection with an
interstate transmission line, (c) an interconnection with an intrastate transmission line, or (d) a
direct interconnection with alocal distribution company, a gas storage facility, or an industrial
consume.

Effective Date

The provision is effective for property placed in service on or after the date of enactment.

130 1987-2 C.B. 674.

131 Duke Energy v. Commissioner, 172 F.3d 1255 (10" Cir. 1999), rev'g 109 T.C. 416
(1997). Seealso Truev. United States, 97-2 U.S. Tax Cas. (CCH) par. 50,946 (D. Wyo. 1997)
(same).
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No inference is intended as to the proper treatment of such property placed in service before the
date of enactment.
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U. Reclassify Air Transportation on Certain Small Seaplanes
AsNon-Commercial Aviation for Excise Tax Purposes
(sec. 1121 of the amendment and sec. 4261 of the Code)

Present Law

Commercial air passenger transportation is subject to an excise tax equal to 8 percent of
the amount paid plus $2 per flight segment. After September 30, 1999, the ad val orem portion of
thistax will decrease to 7.5 percent and the flight segment portion will increase to $2.25.
Additiona increases in the flight segment tax are scheduled until that rate equals $3 per flight
segment (with indexing of the $3 amount one year after it is reached). In addition, fuel usedin
commercial aviation is subject to a 4.3-cents-per-gallon excise tax on fuels used in the aircraft.

In lieu of the ticket taxes imposed on commercial air passenger transportation, non-
commercial transportation is subject to excise taxes on the fuels used in the aircraft. Non-
commercial air transportation is defined as transportation which is not for hire. The fuels excise
tax rates are 19.3 cents per gallon (aviation gasoline) and 21.8 cents per gallon (jet fuel).

Revenues from all of these excise taxes are deposited in the Airport and Airway Trust
Fund to finance Federa Aviation Administration programs.

Reasonsfor Change

The Committee observes that seaplanes do not make as full utilization of FAA services as
do planesthat offer passenger service out of traditional airports. The Committee, therefore,
believesit is appropriate to exempt such service from the air passenger excise taxes and instead
impose only the fuels excise taxes.

Explanation of Provision

The provision re-classifies passenger transportation for hire on certain small seaplanes as
non-commercial aviation. As such, the transportation will be subject to the full 19.3 cents-per-
gallon and 21.8-cents-per-gallon excise taxes rather than the passenger ticket tax. Transportation
iseligible for this provision only it occurs on seaplanes (planes that both take off from and land on
water) and that have a maximum certificated takeoff weight of 6,000 pounds or less with respect to
any flight segment.

Effective Date

The provision is effective for transportation beginning after December 31, 1999.
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TITLE XI1. EXTENS ON OF EXPIRING PROVISIONS

A. Extension of Research and Experimentation Credit and Increasein
the Ratesfor the Alternative Incremental Research Credit
(sec. 1201 of the bill and sec. 41 of the Code)

Present L aw
General rule

Section 41 provides for aresearch tax credit equal to 20 percent of the amount by which a
taxpayer's qualified research expenditures for ataxable year exceeded its base amount for that
year. The research tax credit expired and generally does not apply to amounts paid or incurred
after June 30, 1999.

A 20-percent research tax credit also applied to the excess of (1) 100 percent of corporate
cash expenditures (including grants or contributions) paid for basic research conducted by
universities (and certain nonprofit scientific research organizations) over (2) the sum of (a) the
greater of two minimum basic research floors plus (b) an amount reflecting any decreasein
nonresearch giving to universities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit computation is commonly
referred to as the “university basic research credit” (see sec. 41(¢e)).

Computation of allowable credit

Except for certain university basic research payments made by corporations, the research
tax credit applies only to the extent that the taxpayer's qualified research expenditures for the
current taxable year exceed its base amount. The base amount for the current year generally is
computed by multiplying the taxpayer's “ fixed-base percentage’ by the average amount of the
taxpayer's gross receipts for the four preceding years. If ataxpayer both incurred qualified
research expenditures and had gross receipts during each of at least three years from 1984 through
1988, then its “fixed-base percentage” is the ratio that its total qualified research expenditures for
the 1984-1988 period bears to its total gross receipts for that period (subject to a maximum ratio
of .16). All other taxpayers (so-called “ start-up firms”) are assigned a fixed-base percentage of 3
percent. '3

132 A specid rule is designed to gradually recompute a start-up firm's fixed-base
percentage based on its actual research experience. Under this special rule, a start-up firm will be
assigned afixed-base percentage of 3 percent for each of itsfirst five taxable years after 1993 in
which it incurs qualified research expenditures. In the event that the research credit is extended
beyond the scheduled expiration date, a start-up firm's fixed-based percentage for its sixth through
tenth taxable years after 1993 in which it incurs qualified research expenditures will be a
phased-in ratio based on its actual research experience. For all subsequent taxable years, the
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In computing the credit, a taxpayer's base anount may not be less than 50 percent of its
current-year qualified research expenditures.

Alternative incremental resear ch credit regime

Taxpayers are allowed to elect an alternative incremental research credit regime. If a
taxpayer elects to be subject to this aternative regime, the taxpayer is assigned a three-tiered
fixed-base percentage (that is lower than the fixed-base percentage otherwise applicable under
present law) and the credit rate likewise is reduced. Under the alternative credit regime, a credit
rate of 1.65 percent applies to the extent that a taxpayer's current-year research expenses exceed a
base amount computed by using a fixed-base percentage of 1 percent (i.e., the base amount equals
1 percent of the taxpayer's average gross receipts for the four preceding years) but do not exceed a
base amount computed by using afixed-base percentage of 1.5 percent. A credit rate of 2.2
percent applies to the extent that a taxpayer's current-year research expenses exceed a base amount
computed by using a fixed-base percentage of 1.5 percent but do not exceed a base amount
computed by using a fixed-base percentage of 2 percent. A credit rate of 2.75 percent appliesto
the extent that a taxpayer's current-year research expenses exceed a base amount computed by
using a fixed-base percentage of 2 percent. An election to be subject to this alternative
incremental credit regime applies to the taxable year in which the election is made and all
subsequent years (in the event that the credit subsequently is extended by Congress) unless revoked
with the consent of the Secretary of the Treasury.

Eligible expenditures

Qualified research expenditures eligible for the research tax credit consist of: (1)
“in-house” expenses of the taxpayer for wages and supplies attributable to qualified research; (2)
certain time-sharing costs for computer use in qualified research; and (3) 65 percent of amounts
paid by the taxpayer for qualified research conducted on the taxpayer's behalf (so-called “ contract
research expenses’).1®

To be eligible for the credit, the research must not only satisfy the requirements of
present-law section 174 but must be undertaken for the purpose of discovering information that is

taxpayer's fixed-based percentage will beits actua ratio of qualified research expenditures to
gross receipts for any five years selected by the taxpayer from its fifth through tenth taxable years
after 1993 (sec. 41(c)(3)(B)).

133 Under a special rule, 75 percent of amounts paid to a research consortium for qualified
research istreated as qualified research expenses eligible for the research credit (rather than 65
percent under the general rule under sec. 41(b)(3) governing contract research expenses) if (1)
such research consortium is a tax-exempt organization that is described in section 501(c)(3) (other
than a private foundation) or section 501(c)(6) and is organized and operated primarily to conduct
scientific research, and (2) such qualified research is conducted by the consortium on behalf of the
taxpayer and one or more persons not related to the taxpayer.
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technological in nature, the application of which isintended to be useful in the development of a
new or improved business component of the taxpayer, and must involve a process of
experimentation related to functional aspects, performance, reliability, or quality of a business
component.

Expenditures attributable to research that is conducted outside the United States do not
enter into the credit computation. In addition, the credit is not available for research in the social
sciences, arts, or humanities, nor isit available for research to the extent funded by any grant,
contract, or otherwise by another person (or governmental entity).

Relation to deduction

Deductions allowed to ataxpayer under section 174 (or any other section) are reduced by
an amount equal to 100 percent of the taxpayer's research tax credit determined for the taxable
year. Taxpayers may aternatively elect to claim areduced research tax credit amount under
section 41 in lieu of reducing deductions otherwise allowed (sec. 280C(c)(3)).

Reasonsfor Change

The Committee believes that increasing technological knowledge ultimately will lead to
new and better products produced at lower costs. New and better products and lower production
costs are the genesis of economic growth. In addition, the Committee believes that the repeated
scenario of temporary lapses followed by reinstatement of the credit create uncertainty for
taxpayers, uncertainty that inhibits investment in research initiatives. For this reason, the
Committee believesit isimportant to extend permanently the research and experimentation tax
credit.

In addition, the Committee believes the aternative incremental credit enacted in 1996
should be strengthened. The aternative incremental research credit was enacted to respond to the
changing economic circumstances of many taxpayers which invest heavily in research. However,
the Committee believes that under current law, the alternative incremental research credit provides
less of aresearch incentive than does the regular research and experimentation tax credit.
Therefore, the Committee believesiit is appropriate to increase the rate of the alternative
incremental research credit.

Explanation of Provision

The bill permanently extends the research tax credit.

In addition, the bill increases the credit rate applicable under the aternative incremental
research credit one percentage point per step, that isfrom 1.65 percent to 2.65 percent when a
taxpayer's current-year research expenses exceed a base amount of 1 percent but do not exceed a
base amount of 1.5 percent; from 2.2 percent to 3.2 percent when a taxpayer's current-year
research expenses exceed a base amount of 1.5 percent but do not exceed a base amount of 2
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percent; and from 2.75 percent to 3.75 percent when ataxpayer's current-year research expenses
exceed a base amount of 2 percent.

Effective Date

The extension of the research credit is effective for qualified research expenditures paid or
incurred after June 30, 1999. Theincrease in the credit rate under the alternative incremental
research credit is effective for taxable years beginning after June 30, 1999.
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B. Extend Exceptionsunder Subpart F for Active Financing Income
(sec. 1202 of the bill and secs. 953 and 954 of the Code)

Present L aw

Under the subpart F rules, 10-percent U.S. shareholders of a controlled foreign corporation
(“CFC”) are subject to U.S. tax currently on certain income earned by the CFC, whether or not
such income is distributed to the shareholders. The income subject to current inclusion under the
subpart F rules includes, among other things, foreign personal holding company income and
insurance income. In addition, 10-percent U.S. shareholders of a CFC are subject to current
inclusion with respect to their shares of the CFC's foreign base company servicesincome (i.e.,
income derived from services performed for arelated person outside the country in which the CFC
is organized).

Foreign personal holding company income generally consists of the following: (1)
dividends, interest, royalties, rents, and annuities; (2) net gains from the sale or exchange of (a)
property that gives rise to the preceding types of income, (b) property that does not giveriseto
income, and (C) interestsin trusts, partnerships, and REMICs; (3) net gains from commodities
transactions; (4) net gains from foreign currency transactions; (5) income that is equivalent to
interest; (6) income from notional principa contracts; and (7) paymentsin lieu of dividends.

Insurance income subject to current inclusion under the subpart F rules includes any income
of a CFC attributable to the issuing or reinsuring of any insurance or annuity contract in connection
with risks located in a country other than the CFC's country of organization. Subpart F insurance
income also includes income attributable to an insurance contract in connection with risks located
within the CFC's country of organization, as the result of an arrangement under which another
corporation receives a substantially equal amount of consideration for insurance of other-country
risks. Investment income of a CFC that is allocable to any insurance or annuity contract related to
risks located outside the CFC's country of organization is taxable as subpart F insurance income
(Prop. Treas. Reg. sec. 1.953-1(a)).

Temporary exceptions from foreign personal holding company income, foreign base
company services income, and insurance income apply for subpart F purposes for certain income
that is derived in the active conduct of a banking, financing, or similar business, or in the conduct
of an insurance business (so-called “ active financing income”). These exceptions are applicable
only for taxable years beginning in 1999.13

With respect to income derived in the active conduct of a banking, financing, or similar
business, a CFC is required to be predominantly engaged in such business and to conduct
substantial activity with respect to such businessin order to qualify for the exceptions. In addition,

134 Temporary exceptions from the subpart F provisions for certain active financing
income applied only for taxable years beginning in 1998. Those exceptions were extended and
modified as part of the present-law provision.
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certain nexus requirements apply, which provide that income derived by a CFC or aqualified
business unit (*QBU”) of a CFC from transactions with customers is eligible for the exceptionsiif,
among other things, substantially all of the activities in connection with such transactions are
conducted directly by the CFC or QBU in its home country, and such income is treated as earned
by the CFC or QBU in its home country for purposes of such country'stax laws. Moreover, the
exceptions apply to income derived from certain cross border transactions, provided that certain
requirements are met. Additional exceptions from foreign persona holding company income apply
for certain income derived by a securities dealer within the meaning of section 475 and for gain
from the sale of active financing assets.

In the case of insurance, in addition to atemporary exception from foreign persona holding
company income for certain income of a qualifying insurance company with respect to risks
located within the CFC's country of creation or organization, certain temporary exceptions from
insurance income and from foreign persona holding company income apply for certain income of a
qualifying branch of a qualifying insurance company with respect to risks located within the home
country of the branch, provided certain requirements are met under each of the exceptions.
Further, additional temporary exceptions from insurance income and from foreign personal holding
company income apply for certain income of certain CFCs or branches with respect to risks
located in a country other than the United States, provided that the requirements for these
exceptions are met.

Reasons for Change

In the Taxpayer Relief Act of 1997, one-year temporary exceptions from foreign persona
holding company income were enacted'* for income from the active conduct of an insurance,
banking, financing, or similar business. In the Tax and Trade Relief Extension Act of 1998 (the
“1998 Act”), the Congress extended the temporary exceptions for an additional year, with
certain modifications designed to treat various types of businesses with active financing income
more similarly to each other than did the 1997 provision. The Committee believesthat itis
appropriate to extend the temporary exceptions, as modified in the 1998 Act, for five years.

Explanation of Provision

The bill extends for five years the present-law temporary exceptions from subpart F
foreign personal holding company income, foreign base company servicesincome, and insurance
income for certain income that is derived in the active conduct of a banking, financing, or smilar
business, or in the conduct of an insurance business.

135 The President canceled this provision in 1997 pursuant to the Line Item Veto Act. On
June 25, 1998, the U.S. Supreme Court held that the cancellation procedures set forth in the Line
Item Veto Act are unconstitutional. Clinton v. City of New York, 118 S. Ct. 2091 (June 25, 1998).

1% Divison Jof H.R. 4328, the Omnibus Consolidated and Emergency Supplemental
Appropriations Act, 1999.
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Effective Date

The provision is effective for taxable years of aforeign corporation beginning after
December 31, 1999, and before January 1, 2005, and for taxable years of U.S. shareholders with
or within which such taxable years of such foreign corporation end.
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C. Extend Suspension of Net Income Limitation on Percentage
Depletion from Marginal Oil and Gas Wdlls
(sec. 1203 of the bill and sec. 613A of the Code)

Present Law

The Code permits taxpayers to recover their investmentsin oil and gas wells through
depletion deductions. In the case of certain taxpayers, the deductions may be determined using the
percentage depletion method. The percentage depletion deduction is calculated as a percentage of
the gross income from producing any property. Among the limitations that apply in calculating
percentage depletion deductionsis arestriction that, for oil and gas properties, the amount
deducted may not exceed 100 percent of the net income from that property in any year (sec.
613(a)).

Special percentage depletion rules apply to oil and gas production from “marginal
properties’ (sec. 613A(c)(6)). Marginal production is defined as domestic crude oil and natural
gas production from stripper well property or from property substantially all of the production
from which during the calendar year is heavy oil. Stripper well property is property from which
the average daily production is 15 barrel equivaents or less, determined by dividing the average
daily production of domestic crude oil and domestic natura gas from producing wells on the
property for the calendar year by the number of wells. Heavy oil is domestic crude oil with a
weighted average gravity of 20 degrees API or less (corrected to 60 degrees Farenheit). Under
one such specia rule, the 100-percent-of-net-income limitation does not apply to domestic oil and
gas production from marginal properties during taxable years beginning after December 31, 1997,
and before January 1, 2000.

Reasons for Change

The Committee notes that oil is, and will continue to be, vital to the American economy.
The Committee observes that low oil prices have created substantial economic hardship in the ail
industry and particularly in those communities where the mgjority of jobs are related to the oil an
gas industry. The current economic hardship in the industry could lead to business failures and job
losses. The Committee finds it appropriate to extend the present-law rule suspending the 100-
percent -of-net-income limitation with respect to oil and gas production from marginal wells. The
Committee believes that by reducing current taxable income, less cash will have to be devoted to
income tax payments, and the current cash position of many such businesses will improve, helping
them weather this current economic storm.

Explanation of Provision

The bill extends the present-law rule suspending the 100-percent-of-net-income limitation
with respect to oil and gas production from marginal wells to include taxable years beginning after
December 31, 1999, and before January 1, 2005.
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Effective Date

The provision is effective for taxable years beginning after December 31, 1999.
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D. Extend the Work Opportunity Tax Credit
(sec. 1204 of the bill and sec. 51 of the Code)

Present L aw

The work opportunity tax credit (“WOTC”) is available on an elective basis for employers
hiring individuals from one or more of eight targeted groups. The credit generally is equal to a
percentage of qualified wages. The credit percentage is 25 percent for employment of at least 120
hours but less than 400 hours and 40 percent for employment of 400 hours or more. Qualified
wages consist of wages attributable to service rendered by a member of atargeted group during
the one-year period beginning with the day the individual begins work for the employer.

Generally, no more than $6,000 of wages during the first year of employment is permitted
to be taken into account with respect to any individual. Thus, the maximum credit per individua is
$2,400. With respect to qualified summer youth employees, the maximum credit is 40 percent of
up to $3,000 of qualified first-year wages, for amaximum credit of $1,200. The credit isonly
effective for wages paid to, or incurred with respect to, qualified individuals who began work for
the employer before July 1, 1999.

The employer's deduction for wages is reduced by the amount of the credit.

Reasonsfor Change

The Committee believes the preliminary experience of the WOTC is promising as an
incentive for employersto hireindividuals who are under-skilled, undereducated, or who
generally may be less desirable (e.g., lacking in work experience) to employers. A temporary
extension of this credit will allow the Congress and the Treasury and Labor Departments to
continue to monitor the effectiveness of the credit.

Explanation of Provision

The bill extends the WOTC for 5 years (through July 1, 2004).

Effective Date

Generally, the provision is effective for wages paid to, or incurred with respect to,
qualified individuals who begin work for the employer on or after July 1, 1999, and before July 1,
2004.
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E. Extend theWdfare-To-Work Tax Credit
(sec. 1204 of the bill and sec. 51A of the Code)

Present L aw

The Code provides atax credit to employers on the first $20,000 of eligible wages paid to
gualified long-term family assistance (“TANF") recipients during the first two years of
employment. The credit is 35 percent of the first $10,000 of eligible wagesin the first year of
employment and 50 percent of the first $10,000 of eligible wages in the second year of
employment. The maximum credit is $8,500 per qualified employee.

Qualified long-term family assistance recipients are: (1) members of afamily that has
received family assistance for at least 18 consecutive months ending on the hiring date; (2)
members of afamily that has received family assistance for atotal of at least 18 months (whether
or not consecutive) after August 5, 1997 (the date of enactment of this credit) if they are hired
within 2 years after the date that the 18-month total is reached; and (3) members of afamily who
are no longer eligible for family assistance because of either Federal or State time limits, if they
are hired within 2 years after the Federal or State time limits made the family ineligible for family
assistance.

Eligible wages include cash wages paid to an employee plus amounts paid by the employer
for the following: (1) educational assistance excludable under a section 127 program (or that
would be excludable but for the expiration of sec. 127); (2) health plan coverage for the employee,
but not more than the applicable premium defined under section 4980B(f)(4); and (3) dependent
care assistance excludable under section 129.

The welfare to work credit is effective for wages paid or incurred to a qualified individual
who begins work for an employer on or after January 1, 1998, and before June 30, 1999.

Reasonsfor Change

The Committee believes that the credit should be temporarily extended to provide the
Congress and the Treasury and Labor Departments a better opportunity to assess the operation and
effectiveness of the credit in meeting its goals. When enacted in the Taxpayer Relief Act of 1997,
the goals of the welfare-to-work credit were: (1) to provide an incentive to hire long-term welfare
recipients; (2) to promote the transition from welfare to work by increasing access to employment;
and (3) to encourage employersto provide these individual s with training, health coverage,
dependent care and ultimately better job attachment.

Explanation of Provision

The bill extends the welfare-to-work credit for five years, so that the credit is available for
eligible individuals who begin work for an employer before July 1, 2004.
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Effective Date

The provision is effective for wages paid or incurred to a qualified individual who begins
work for an employer on or after July 1, 1999, and before July 1, 2004.
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F. Extend and Modify Tax Credit for Electricity Produced
by Wind and Closed-L oop Biomass Facilities
(sec. 1205 of the bill and sec. 45 of the Code)

Present L aw

Anincometax credit is alowed for the production of electricity from either qualified wind
energy or qualified “closed-loop” biomass facilities (sec. 45).

The credit appliesto electricity produced by a qualified wind energy facility placed in
service after December 31, 1993, and before July 1, 1999, and to electricity produced by a
qualified closed-loop biomass facility placed in service after December 31, 1992, and before July
1, 1999. The credit is alowable for production during the 10-year period after afacility is
originally placed in service.

Closed-loop biomass is the use of plant matter, where the plants are grown for the sole
purpose of being used to generate electricity. It does not include the use of waste materias
(including, but not limited to, scrap wood, manure, and municipal or agricultural waste). The
credit also is not available to taxpayers who use standing timber to produce electricity. In order to
claim the credit, a taxpayer must own the facility and sell the electricity produced by the facility to
an unrelated party.

The credit for electricity produced from wind or closed-loop biomass is a component of
the general business credit (sec. 28(b)(1)). This credit, when combined with all other components
of the general business credit, generally may not exceed for any taxable year the excess of the
taxpayer’s net income tax over the greater of (1) 25 percent of net regular tax liability above
$25,000 or (2) the tentative minimum tax. An unused general business credit generally may be
carried back three taxable years and carried forward 15 taxable years (sec. 39).

Reasons for Change

The Committee believes that the credit provided under section 45 has been important to the
development of environmentally friendly, renewable wind power and that extending the placed in
service date will increase the further development of wind resources.

The Committee observes, however, that there is organic waste that is disposed of in an
uncontrolled manner or burned in the open. Such organic waste can be afuel source which, if
utilized, can promote a cleaner environment. The Committee further observes that landfills
produce methane as entombed garbage decays. Methane can be avaluable fuel but, if permitted to
dissipate into the atmosphere, it may create environmental damage. The Committee believes that
providing a credit to utilize these organic fuel sources can help produce needed electricity while
providing environmental benefits for communities and the nation.

Explanation of Provision
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The present-law tax credit for electricity produced by wind and closed-loop biomassis
extended for five years, for facilities placed in service after June 30, 1999, and before July 1,
2004. The provision aso modifies the tax credit to include electricity produced from poultry
litter, for facilities placed in service after December 31, 1999, and before July 1, 2004. The
credit for electricity produced from poultry litter is available to the lessor/operator of aqualified
facility that is owned by a governmental entity. Poultry litter is to include the wood shavings,
straw, rice hulls, and other bedding material for the disposition of poultry manure from birds
raised for sale. The credit further is expanded to include electricity produced from landfill gas by
the owner of the gas collection facility, for electricity produced from facilities placed in service
after December 31, 1999 and before June 30, 2004.

Finally, the credit is expanded to include electricity produced from certain other biomass
(in addition to closed-loop biomass and poultry waste). This additional biomass is defined as
solid, nonhazardous, cellulose waste material which is segregated from other waste materials and
which is derived from forest resources, but not including old-growth timber. The term also
includes urban sources such as waste pallets, crates, manufacturing and construction wood waste,
and tree trimmings, or agricultural sources (including grain, orchard tree crops, vineyard legumes,
sugar, and other crop by-products or residues. The term does not include unsegregated municipal
solid waste or paper that commonly is recycled. In the case of this additional biomass, the credit
appliesto electricity produced after December 31, 1999 from facilities that are placed in service
before January 1, 2003 (including facilities placed in service before the date of enactment of this
provision). The credit is allowed for production attributable to biomass produced at facilities that
are co-fired with coal.

Effective Date

The extension of the tax credit for electricity produced from wind and closed-loop biomass
is effective for facilities placed in service after June 30, 1999. The modification to include
electricity produced from poultry litter and landfill gasis effective for facilities placed in service
after December 31, 1999. The modification to include other types of biomassis effective for
fa